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FUNDING AND ACCOUNTING PROVISIONS OF 
THE FDIC IMPROVEMENT ACT OF 1991 



WEDNESDAY, DECEMBER II, 1991 

House of Representatives, 
Committee on Banking, Finance and Urban Affairs, 

Washington, DC. 

The committee met, pursuant to notice, at 10:04 a.m., in room 
2128, Raybum House Office Building, Hon. Henry B. Gonzalez 
[chairman of the committee] presiding. 

Present: Chairman Gonzalez, Representatives Hubbard, Kenne- 
dy, Flake, Orton, Moran, Cox, Wylie, Duncan, Hancock, Riggs, 
Thomas, and Sanders. 

The Chairman. The committee will please come to order. 

After about a full year of hearings and debate — well, actually I 
think if you look at the record of the committee, it really precedes 
more than a year. Speaking for myself, I know that I had instruct- 
ed the staff since 1989 when we completed FIRREA, because at 
that time I was concerned as well about the overall deposit insur- 
ance fund system as a system. 

Anyway, what I asked was to prepare legislation, and we discov- 
ered — the staff, which is the most diligent staff I have ever known, 
especially the counsels, after a full year, and that means a year ago 
this month, after working all that year, we came to the conclusion 
it was a big order, very complicated. A lot more legal problems ex- 
isted than we anticipated. So that was what we came out with 
known as H.R. 6 in Janviary, mostly because it was going to deal 
with 100 percent Banking Committee jurisdiction. We knew what 
would happen once we went into the water. 

Anyway, after 1 year and what turned out to be S. 543, labeled 
the FDIC Improvement Act of 1991 — and that passed right about 
the time we were again ready to wrap up the first session of the 
102d Congress, However, shortly thereafter, our Comptroller Gen- 
eral, Mr. Bowsher, stated and was quoted as saying that the $70 
billion the Congress had earmarked for the FDIC was Inadequate, 
was insufficient, and could be depleted entirely by the failure of 
one large bank. 

Mr. Bowsher was also quoted as saying that the banks were con- 
tinuing to use accounting methods that masked their true condi- 
tion, thus concealing potential losses that could wipe out the Bank 
Insurance Fund, or the BIF. Now, of course, if the GAO had specifi- 
cally in those terms told the members of the House and Senate 
Banking Committees that the FDIC could require a larger loan 
from the U.S. Treasury than $70 billion and that the strict eiccount- 
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ing provisions included in S. 543 at the ui^ng of the GAO needed 
to be strengthened, I have no doubt that the conferees would have 
worked to include these changes in the package that had been sent 
to the President's desk for his signature. 

I also must say in all fairness that I felt that in the reports and 
in lieu of hearings specifically from the Comptroller that there 
could have been some room for amb^ity, particularly when you 
are discussing accounting standards. That is such a Rube Goldberg 
type of contraction that you have to define — it is like back home 
we discovered years ago when you talked about bilingual educa- 
tion, I soon discovered that no two citizens were talking about the 
same thing. So we had to define exactly what we were talking 
about. 

It is the same thing with accounting standards. All of us agree 
that the delay in resolving failed institutions only increases the 
cost, and that is why it is vital that there be ample funds to deal 
promptly and decisively with failed banks. If the funds are inad- 
equate, if there is any doubt, we need to know. Our responsibility is 
very great; we must exercise it with the utmost care. And this is 
the reason we have asked and we want to thank Mr. Bowsher for 
accepting our asking him to be here. 

And with that, I would like to recognize Mr, Wylie. 

Mr. Wyue. Thank you very much, Mr. Chairman; and Comptrol- 
ler General Bowsher, welcome to the hearing this morning. 

I would like to commend you, Mr. Chairman, for having this 
hearing. I think we need to have this to ascertain just exactly what 
we are talking about, because we have just completed the hercule- 
an task of passing what was a limited bill, even though it was only 
435 pages, it was called a limited bill. And I was under the impres- 
sion that the $30 billion in Treasury borrowing would be enough to 
ensure the heeilth of the Bank Insurance Fund into the foreseeable 
future. And I noted with great concern a statement that was attrib^ 
uted to Mr. Bowsher that the problem was much bigger than the 
administration and the regulators had admitted; and that wm a 
little disconcerting to me when a reporter called and asked for a 
comment on that statement, and I didn't really have a good answer 
for him. 

But I think we do need to hear from the Comptroller General as 
to what level of funding he would consider appropriate. I think, 
too, that we thought we had enacted sufficient accounting reforms, 
as you mentioned, Mr. Chairman, allowing the auditors and exam- 
iners to do annual onsite examinations and annual independent 
audits, and thought we had a sign-off there on those from the GAO. 
And we also mandated accounting standards at least as stringent 
as GAAP accounting, and the article also mentioned that GAO 
thought there might have to be some changes in the bank account- 
ing standards. 

So I think we do need to fix the target here, Mr. Chairman, and 
find out if we are all singing from the same hymnal. And I think 
the hearing this morning is very salutary from that standpoint. 

Thank you, sir. 

The Chairman. Thank you very much, Mr. Wylie. I deeply ap- 
preciate your kind words. 

Mr. Kennedy, do you have any statement? 
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Mr. Kennedy. Yes, Mr. Chairman. Mr. Chairman, first of all, let 
me thank you for holding today's hearing. You, with the help of 
your talented stafT, have just finished a grueling year moving sev- 
eral pieces of legislation through the House. Now when others 
might be cooling their heels, you have been on your feet holding 
press conferences, scheduling hearings, and generally keeping an 
eye on the store. For your extraordinary vigilance you deserve the 
taxpayers' thanks. 

Like you, Mr. Chairman, I am very concerned by the recent 
statements by our witness today, Mr. Bowsher. Exactly 2 weeks ago 
the Congress adopted crucial legislation to strengthen both the 
Bank Insurance Fund and the bank r^ulatory system. Within 
hours, Mr. Bowsher told a reporter that tiie bill may fail to meet 
either goal. He said that the current accounting rules allow banks 
to mask the true size of their losses, and he said that the failure of 
just one big bank could wipe out most, if not all, of the insurance 
fund. 

This strikes many of us here as an alarming case of bad timing. 
Why did Mr. Bowsher, for whom I have tremendous respect and for 
whom I have often used as source material for many of the ques- 
tions 1 have about the institutions that we are here to oversee, 
withhold his opinion until Thanksgiving eve when it was too late 
for the Congress to act? If the Banking Bill should have put more 
money into the insurance fund, or further tightened accounting 
rules, why didn't he tell us when there was enough time to give his 
views the serious consideration that they deserve? 

Now it will be months before those views can be fully addressed 
by l^slation. We can only hope that the taxpayers will not suffer 
needless losses in the meantime. I have no reason to doubt Mr. 
Bowsher's good faith. He is a man of great ability and integrity. 
And like most other Reagan appointees, he is as far as I have seen, 
about as nonpartisan as anyone can be. So I doubt that the ill- 
timed release of his opinion w£is cEilculated to soft pedal bad news 
that m^ht embarrass the President before an election. 

However, I would only say that we cannot do our job unless we 
have all the facts, and that includes the opinions of Mr. Bowsher. 
He is the Nation's top accountant; we rely on his views delivered 
promptly and directly to make effective legislation. 

From the point of view of the taxpayers, it makes no difference 
whether those views are withheld intentionally or not. The ulti- 
mate result will be the same. Congress will be forced to act with 
one eye blindfolded, laws will only half fix what is broken, and tax- 
payers will endure needless pain. We need only recall the savings 
and loan crisis when estimates of the problem were continusdly 
low-balled to know that taxpayers can pay a dear price when the 
truth is partially hidden. So I hope that in the future the Congress 
will have the benefit of his opinions in the 1st hour, not the 11th. 

Beyond the issue of timing, we cannot ignore the substance of 
what Mr. Bowsher's remarks contain. If he thinks accounting rules 
need to be changed we need to hear his recommendations. Above 
all, if he thinks the Bank Insurance Fund needs more money, then 
it is our job to face the music. Banks are already paying all they 
can for insurance. If Mr. Elowsher believes the next round of cash 
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for failed banks will come out of the hide of Uixpayers, he should 
tell us, and the sooner the better. 

Mr. Chairman, under your leadership, I am confident that we 
will get the facts that we need to make the best decisions for the 
good of our country, and I look forward to working with you in the 
months ahead. 

Thank you, Mr. Chairman. 

The Chairman. Thank you very much, Mr. Kennedy, for your 
kind remarks. 

Mr. Riggs, did you have any statement? 

Mr. Riggs. Just some brief comments, Mr. Chairman. I want to 
thank you for convening this hearing and welcome our witnesses 
this morning, and tell you that I am very much looking forward to 
hearing their testimony, since we have seen fit here in the Con- 
gress to heighten regulation of America's banks and foreign bank- 
ing interests here in America; and hearing your views r^^rding 
those regulatory aspects of the legislation just passed, and point 
out that I continue to adhere to the belief that without addressing 
the concomitant issue of modernizing America's banks or allowing 
them expanded powers, and without addressing underlying eco- 
nomic conditions, is very short-sighted of the Congress and a little 
bit like, as I said on the floor before we a^oumed, like pumping 
blood into a hemorrhaging patient without first closing the wound. 

So I welcome these hearings this morning, I welcome our wit- 
nesses, look forward to a little give and take later on. 

Thank you, Mr. Chairman. 

The Chairman. Thank you, sir. 

Mr, Moran. 

Mr. MoRAN. Thank you, Mr. Chairman. 

I think we are dealing with some more profound underlying 
problems here than just an estimate of the solvency of our banking 
system. We are really talking about the direction in which our 
economy is heading, and to exact Etn accurate estimate is like 
trying to catch a moving target. Any estimate that you give us 
today, no matter how diligent you are in securing that estimate, is 
going to be wrong tomorrow, particularly when our economy is 
changing so rapidly. 

Texas felt the brunt of the fall in real estate values initially. It 
was hardest hit. And then came New England. New England seems 
to be plateauing out. I would hope that they are going to pull out 
of the recession. I don't see that happening any time soon, but I am 
afraid the Washington metropolitan area is next. And I am not so 
sure I want to know the full extent of the damage, because it has 
not only a psychological eH'ect upon people's confidence in the 
economy; it has a very damaging effect upon the business decisions 
that ere being made, and I — we all want the most comprehensive 
and accurate assessments that we can get, and we want them in as 
timely a fashion. But I think that we have to look at it in the con- 
text of a declining economy that is precipitated by the loss of real 
estate values, which is bound to affect the solvency of almost every 
financial institution, particularly in the growth areas of the coun- 
try during the 1980's. Those are the ones that are most vulnerable. 

And I want to ask some questions about your perspective on 
what the administration has done to respond to the concerns of the 
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bufilnesB communities throughout the country that cannot secure 
credit and who see the underlying collateral value of their loans 
declining precipitously. 

I saw an estimate recently that $200 billion of commercial short- 
term loans that were secured in the boom period of the mid-1980'B 
are coming due in 1992 and 1993, and that the Federal Reserve 
survey in October indicated that as much as 93 percent of those 
loans will not get the long-term extensions for flnancing that they 
had counted on. That is going to have an absolutely devastating 
effect, not only on real estate values associated with those loans di- 
rectly, but certainly the entire r^onal economy in which those 
loans are going to be turned down; and then we will deal with the 
problems created by municipalities that are dependent upon prop- 
erty tax revenues whose values are going to go into a free fall if 
those extended loans are not redone. 

I am concerned about what it is going to mean to our public 
school systems, our health systems, public works, and the like. So I 
think we are trying to assess a very critical situation in our econo- 
my at a point in time where we may have the ability to turn it 
around with some very good judgment and some courageous leader- 
ship. And that is why I join my colleagues in thanking you for your 
watchdog approach and your sincerity with us. 

I do wish that we had gotten perhaps a more timely estimate. 
But we will try to be eis understanding of that as possible, and we 
wemt to work with you as closely as we can. Thank you. 

The Chairman. Mr. Thomas, do you have a statement? 

Mr. Thomas. Just very briefly, Mr. Chairman. Thank you. 

I am especially interested in this and made a special effort to be 
here and welcome the witnesses. 

The Chairman. Thank you. 

Mr. Thomas. But I join with Mr. Kennedy in being concerned 
about the timeliness of this. We spent a great deal of time just 
prior to your comments working on it. It would have been much 
more helpful, it seems to me, if your thoughts would have been 
part of the decisionmaking, rather than coming after it. Neverthe- 
less, we need to look at them. We need to be doing some thii^ to 
strengthen this economy, and particularly the real estate sector. 

I guess I have, in the short while I have listened to some of the 
reports from GAO and yourself and others, I have always been 
struck that there is a little shortage of what we ought to do and a 
lot of criticism of what we are doing, and not much help in deter- 
mining a better solution. So I would hope that we would hear from 
you. 

Thank you, sir. 

The Chairman. Thank you, Mr. Thomas. Mr. Sanders. 

Mr. Sanders. Thank you, Mr. Chairman. I think for all of us, 
this is probably not a happy occasion, because many of us have 
gone back to our districts. Yesterday I was in a low-income commu- 
nity in the northeast part of Vermont. I talked to families whose 
children are hungry; I talked to caseworkers who could not find 
$100 to provide heat for a family that has a little baby, $100. Now I 
know $100 doesn't mean much within the context of this room 
when we talk about bailouts of $50 billion or $100 billion, but it is 
scnnewhat disconcerting, to say the least, that we do find tens of 
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billions of dollars to bail out institutions, and we do not have what 
amounts to nickels find dimes to give people a minimum standard 
of living. 

Mr. Chairman, let me just make a few brief points, if I might, 
and I would like to reflect a little bit on something that happened 
on November 27, I believe, when the full body of the House voted 
for the bailout bill. And I have to say, in all due respect, that I was 
not impressed by the profile in courage that took place on the floor 
that day. On that day the House voted $95 billion in bailouts, $70 
billion as part of a loan for the FDIC, $25 billion for the S&L. We 
all expect that more will come, and not one citizen in America 
knows how the Member, their Member in the House of Representa- 
tives, voted on that bill, because the leadership of both parties 
managed to create a situation where there was a voice vote. And 
those of us who wanted a rollcall vote were not successful. 

I don't think that that is anything that this body has to be proud 
of. And I think it is just another reason why people have increased 
frustration and anger. If we think the bill, if we thought, if the 
leadership of the Democratic and Republican parties, thought the 
bill was a good bill, they were proud to support it — I did not, but I 
respect other people's point of view — why don't they have the cour- 
age to stand up, put their little card in the machine and let the 
people know how they voted? 

I will be bringing forth a sense of this committee resolution that 
asks the leadership to make sure that when we work on bills for 
months at a time that at least the body, the House, has the courage 
to vote them up and down and put their names on the line. 

Second point: As others have already referred to, there was an 
article which, as I understand it, Mr. Chairmem, stimulated your 
desire to hold this important meeting today. November 29, New 
York Times, quote, "Bowsher said that existing accounting stand- 
ards had enabled banks to conceal huge amounts of potential liabil- 
ities that could easily deplete the $70 billion or so that Congress 
provided in new taxpayer loans to keep afloat the insurance fund 
that protects bank deposits," end of quote. 

I agree with Mr. Thomas and Mr. Kennedy. I wonder why the 
statement was made on November 29 rather than November 26. 
But what amazes me, as somebody who is not an accountant, not a 
banker, or not even, thank God, a lawyer, "existing accounting 
standards," now 1 want to ask Mr. Bowsher, what does that mean? 

If you asked me how much money I have, and I am an honest 
person, I know that I owe some money, I know that I have some 
income, I mean I wouldn't be able to give you every nickel, but 
roughly speaking, if I am honest with you, I can tell you how much 
I am worth. And I think after we get through all of the fancy ter- 
minology, what your examiners do when they go into a bank and 
they sit down, they want to know how strong or weak the bank is, 
not games. They don't want to hear about all the wonderful assets 
that if sold tomorrow, may not be worth anything, OK? 

So I have — I don't exactly know what "existing accounting stand- 
ards" are. I think, and I hope you will address this issue later, that 
what you are really talking about is there is a lot of subterfuge and 
dishonesty that is going on. Your job is to tell us how strong the 
banks are. If, in fact, banks are not really telling your examiners 
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the truth, auid as a result of that taxpayers are forced to spend tens 
of billions of dollars more than they would have had to spend, if we 
knew what the truth is, somebody must be held responsible for 
this. 

It is a very serious problem, and I hope we don't pass it off with 
"existing accounting standards." If the kids in Vermont are going 
hungry because we are bailing out banks, I want to know what we 
mean by existing accounting standards. 

The last point that I wanted to make, I have made this public 
m£uiy times, I do not intend to vote a nickel for any bailout unless 
it is based on progressive principles, that is, pay-as-you-go, and 
those people who have the money to do the bailing out, not work- 
ing people or poor people. 

I would hope that Mr. Bowsher will respond. I know that Senator 
Kerry from Meissachusetts and our Congressman Kennedy from 
Massachusetts have, at one point or another, talked about the pos- 
sibility of a Fed wire tax as a mechanism of raising very, very sub- 
stantial amounts of revenue to cover the bailouts. That idea makes 
sense to me, because it will not fall on the working people or 
middle-income people; and I would hope that you might wamt to 
comment on that as am alternative of dumping the money into the 
deficit. 

I thank the chairman. 

The Chairman. The Chair will advise the gentleman that he has 
propounded several questions that were not intended to be asked at 
this point but to be raised when we get to the question-and-answer 
period. And I think we have got to get going. We have now spent 
about 25 minutes just on opening statements. Mr. Hubbard. 

Mr. Hubbard. Thank you, Mr. Chairman. I indeed will be brief, 
because we do want to hear from our distinguished witness and vis- 
itor, the Honorable Charles A. Bowsher. 

First, I would say that most of us in Congress are very proud and 
pleased to be Members of this institution, and we do indeed try on 
a daily basis to represent the people of this country, those of lower 
income, those of middle income, those of all incomes. But we con- 
sciously do try our best to work for the people of this country, not 
only as members of the House Banking Committee, but indeed as 
Members of the U.S. Congress. So there are incumbents who are 
proud of what we try to do here in this body. 

Let rae join with my colleagues, Mr. Chairman, in commending 
you for calling this important hearing and for doing so despite the 
fact that the House is not in session. Clearly, the health of the 
Bank Insurance Fund is an issue of such immediate ui^ency that 
we would be shirking our responsibilities were we to postpone hear- 
ings like this one until the House of Representatives reconvenes 
next month. 

With that, I ask unanimous consent to revise and extend my re- 
marks and enter the full statement in the record. 

[The prepared statement of Mr. Hubbard can be found in the ap- 
pendix.] 

The Chairman. Thank you very much, Mr. Hubbard. 

Mr. Orton. 

Mr. Orton. Thank you, Mr. Chairman. 
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I just would like to commend you and the other members of the 
committee for the many months of work that went into our Ifist 
session in putting together a bill that I think is necessary. It 
proved too difficult for the full House to both recapitalize the Bank 
Insurance Fund with the billions necessary, and at the same time 
making the kinds of extensive reforms, and I commend the chair- 
man on his commitment to go forward early in this coming session 
to look separately at each of those reforms and try and go separate- 
ly forward with the full House in this area. Clearly it is an issue 
which must be addressed. 

I look forward to the Comptroller General's testimony on the 
impact of what we have done to this point emd hope that we will 
hear recommendations in this hearing, as well as the future ones 
you have committed to hold, so that we can come forward eigain 
with the comprehensive package and hopefully the full House will 
have greater courage, both in final peissage, as well as in recording 
the votes. 

I agree with Mr. Sanders; we ought to go on record as to where 
we stand on each of these items, and I commend the chairman and 
look forward to the testimony. Thank you. 

The Chairman. Thank you very much. 

Mr. Duncan, do you have a brief statement? 

Mr. Duncan. Mr. Chairman, 1 hate to disappoint you, but I don't 
have an opening statement at this time. I look forward to hearing 
the witnesses. 

The Chairman. We will ask unanimous consent that all mem- 
bers be allowed to have introductory statements, and also, present 
in writing any questions they may wish to submit to the Comptrol- 
ler, both for those present as well as for those absent. 

I notice Mr. Cox came in, and if Mr. Cox wishes unanimous con- 
sent to put in the record an opening statement, we will be glad to 
recognize him for that purpose. 

Mr. Cox. I do make such request, Mr. Chairman. Thtmk you. 

The Chairman. All right, sir. Without any objection, it is so or- 
dered. 

The Chairman. Mr. Flake. 

Mr. Flake. Hello, Mr. Chairman. How are you doing? 

I ask unanimous consent to have read into the record my state- 
ment. I thank you very much. 

The Chairman. Certainly. Without objection, so ordered. 

The Chairman. Well, Mr. Bowsher, thank you again, and thank 
Mr. Chapin and Mr. Fogel, once again. They have always been very 
responsive when we have called. 

We will recognize you. I wanted to thank you for giving us your 
prepared statement in plenty of time to look it over and read it 
yesterday and overnight. So we wanted to thank you for that and 
recognize you to proceed as you may deem best. 

STATEMENT OF CHARLES A. BOWSHER, COMPTROLLER GENER- 
AL OF THE UNITED STATES; ACCOMPANIED BY DONALD H. 
CHAPIN AND RICHARD L. FOGEL 

Mr. Bowsher. Thank you very much, Mr. Chnirntaii and mem- 
bers of the committee. We appreciate the opportunity to appear 
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before you today to discuss the Comprehensive Deposit Insuraince 
Reform and Taxpayer Protection Act of 1991 recently passed by the 
Cot^ress. 

The legislation contains the accounting, auditing, and r^ulatory 
reforms that are critically needed safeguards. As we have stated on 
many occasions over the last several years, they are essential in 
order to strengthen the safety and the soundness of the banking in- 
dustry, and provide regulators a more accurate early warning of 
emerging problem institutions. 

I might just say here, Mr. Chairman, that you did put into this 
Etct the reforms that we had recommended, and the area that is 
still a problem is the accounting standards area. And I will try 
later in my testimony to explain that problem, which is basically a 
problem that sits with the private sector standard setting body, and 
you in your l^islation put in a requirement that they had 1 year 
to get the job done, you might say. But that is one of the problems 
that we face, and I will get into that in a few minutes. 

Now, since 1990, when we reported on the precarious condition of 
the Bank Insurance Fund, we have supported funding for the in- 
surance fund to enable the regulators to resolve problem institu- 
tions in a timely manner. The legislation was the culmination of 
many months of hard work on the part of you, Mr. Chairman, Mr. 
Wylie, and the other members of your committee, as well as the 
leadership and the membership of the Senate Banking Committee. 

And I would also compliment the staffs of both committees. You 
are to be commended for your leadership in passing a bill that pro- 
vides one, the $70 billion requested by the administration; and two, 
provides for the sound corporate governance and strengthened reg- 
ulatory oversight of the banking industry. 

Now, as specifically requested in your letter, the testimony today 
will address my views on two critical components of the legislation: 
The level of funding the bill provides for the Bank Insurance Fund, 
and then the accounting reforms. I do want to dispel any concerns 
that might have been given by some of the news reports that we 
are critical of these provisions. We are not. 

The legislation provides the fund with approximately $70 billion 
in borrowing authority to resolve problem institutions. Of this, $30 
billion is to be provided for losses incurred by the fund in resolving 
troubled institutions, which is to be repaid by the banking industry 
over a 15-year period through premium assessments. The other $40 
billion is to be provided for working capital needs of the fund and 
is expected to be recovered through the sale of assets of failed insti- 
tutions. 

These funds are clearly needed to allow the r^ulators to act 

auickly and decisively to resolve problem institutions, to prevent 
]e ultimate cost to the fund from bank failures from escalating. 
The fund's reserves were reported by FDIC to be about $2.4 biUion 
as of September 30, 1991. Thus, the funding provided under the leg- 
islation for the insurance fund was alraolutely essential to ensure 
that the regulators are not delayed in resolving problem institu- 
tions. 

At the same time, we will recognize that there are signiflcant un- 
certainties affecting estimates of funding needs. We addressed 
these concerns in September 1990, when we provided Congress with 
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a warning that the Bank Insurance Fund was clearly in trouble. 
Our April, August, and November 1991 reports and testimonies 
also discussed these concerns. 

And regarding funding needs, we disclosed that the fund's re- 
serves at December 31, 1990, were dangerously low and that the 
fund, in all likelihood, would be insolvent by December 31, 1991. 
We also reported that the fund faced costs from bank failures over 
the next 1 to 3 years of at least $31 billion. 

Additionally, we disclosed that the fund faced a signiflcant short- 
age of working capital to finance bank resolutions. FDIC's most 
recent base line projection reflects estimated costs of $33 billion as- 
sociated with the expected bank failures and is similar to our esti- 
mates of the minimum identifiable costs that the fund will incur. 
FDIC also projected a more pessimistic estimate of $43 billion in 
costs from bank failures if the Nation experiences a prolonged re- 
cession. 

Both we and the FDIC have stated that these estimates are sub- 
ject to significant uncertainties. And because of these uncertain- 
ties, both sets of estimates could understate the ultimate costs to 
the fund from bank failures. 

As stated in our report on the results of our audit of the Bank 
Insurance Fund's 1990 financial statements, we said, and I quote, 
"The Congress is considering legislation that would increase FDIC's 
borrowing authority for the fund to approximately $70 billion, the 
exact amount depending on the efTect of a formula for limiting the 
fund's outstanding obligations. However, the amount of the funds 
that will ultimately be needed to resolve failing institutions de- 
pends on current and future economic conditions and may thus be 
signiflcantly higher than the amount of funds FDIC may receive 
under the proposed legislation." And that, I might point out, was 
delivered here early in, or mid-November, before the final passage 
of this legislation. 

Other factors such as the oversupply of commercial real estate 
and the quality of financial reports prepared by bank management 
may also signiflcantly affect the accuracy of the estimates of fund- 
ing needs. 

Finally, the unexpected collapse of any one major bankit^ insti- 
tution not presently included in any of the estimates of projected 
failures could signiflcantly increase the amount of funding needed 
to resolve problem institutions. 

So, Mr. Chairman, in just summarizing this $70 billion issue, 
what we have is not any different figure than the $70 billion, but 
we have consistently here for the last 2 or 3 years raised the issue 
of risk and concern, and we did it again in our November 12 audit 
report that we issued to you. So when I was talking to the reporter, 
I aidn't think I was saying anything to him that we hadn't said to 
the committee, and we had said it in writing when we had issued 
that report. So it is really the uncertainty and the risk, and one of 
the big ones, and the second issue that you asked me to discuss, 
which is the accounting issue. 

And so I will move to page 8 and answer that, I would now like 
to answer the second question you asked me to address: What addi- 
tional accounting reforms do I believe are necessary but were not 
addressed by Congress in the banking legislation. 1 believe the ac- 
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counting reforms provided by the legislation are indeed responsive 
to the findings of our April 1991 report on the 39 failed banks. In 
fact, the timing and the thrust of the legislation provides the 
framework to deal with the continuing problem of flawed account- 
ing rules that allow banks to conceal loan losses. 

But the private standard-setting bodies now must address the 
specific flawed accounting rules that we have identified. It is in 
this context that I have been publicly stating that it is critically 
important for the accounting standard-setting bodies to change ac- 
counting rules so that they more accurately reflect the true finan- 
cial health of the banks. 

As you know, our study of the 39 failed banks showed that call 
reports submitted by the banks prior to their failure did not pro- 
vide regulators with advance warning of the true magnitude of the 
deterioration in the banks' financial condition and performance. 
Asset vEiluations established by FDIC after these banks failed 
showed that additional loss reserves were needed to cover the dete- 
rioration in asset values. The banks had recorded reserves of only 
$2.1 billion to reflect the decreased values of their assets, while the 
regulators found after the banks failed that reserves of $9.4 billion 
were needed to reflect the fair value of the assets. In otiier words, 
$7.3 billion in asset values simply washed off the balance sheet. 

And that is the main issue that I have consistently raised as to 
what your I^slation couldn't address, but you do have, as I will go 
on to explain here, a requirement that they do it in a year or then 
the regulators have to step in. But in that case, literally, when we 
looked at those 39 banks, $7 billion just flowed right ofl* those bal- 
ance sheets. 

Now, if you think of the article that was in the Washington Post, 
on Sunday where we are going to take down 400 institutions, the 
question is, how much will flow off those balance sheets? And we 
will be looking at that, but that is the big issue that is still yet to 
be resolved and the one that concerns us so much and the one that 
could add to the $70 billion problem, if there is a lot more problem, 
and I will go into more detail here now. 

We attributed the failure by bank management to accurately 
report the banks' condition to breakdowns in internal controls and 
to deficiencies in accounting rules that allowed bank management 
to unduly delay the recc^nition of losses and mask the need for 
early regulatory intervention. The primary areas of the banks' bal- 
ance sheets that accounted for the increase in loss reserves from 
$2.1 billion to $9.4 billion were deterioration in, one, the quality of 
the banks' loan portfolio; and two, the value of the assets acquired 
through foreclosure revealed by the FDIC's review after failure. 

Now, bank managements' loss reserve estimate were purported 
to have been made in accordance with generally accepted account- 
ing principles. We believe that the accounting rules for nonper- 
forming assets, loans not paying based on their original contractual 
terms and assets acquired through foreclosure, must be tightened 
up because they allow bank management too much latitude in 
when to accrue losses and in determining carrying amounts for im- 
paired assets. 

Bank management has a strong incentive to use this latitude in 
accounting rules to delay loss recognition as long as possible and 
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avoid recognizing decreases from historical cost to market value be- 
cause of the adverse effect this has on a bank's reported financial 
condition. Asset writedowns add to bank expenses and reduce bank 
capital. A bank's capital is the critical measure of its ability to 
at^orb loan losses. 

The definition of fair market value in the accounting standards 
is another area of flexible accounting rules that can result in over- 
stated asset values. Existing accounting rules permit the use of fair 
market values based upon assumptions of a so-called normal 
market, and one where the seller is not compelled to sell. These as- 
sumptions are frequently not usable when a bank is experiencing 
financial difficulties and when regulators are required to dispose of 
a failed bank's assets. 

As a rule, regulators dispose of a failed bank's assets under exist- 
ing market conditions, which result in much lower fair market 
values than those that result from using the hypothetical fair 
market value definition in existing accounting standards. 

Now, an effective early warning system is paramount for regulat- 
ing financial institutions and for determining an accurate estimate 
of the Bank Insurance Fund's needs. Without accountii^ rules that 
generate realistic asset values, it is impossible to know the true 
worth of a financial institution and also impossible to have an ef- 
fective r^ulatory early warning system; namely, the new "trip- 
wires" that have just been enacted by this l^slation. So the key to 
successful bank regulation is knowing what the banks are reetlly 
worth. 

As a part of the solution for making the early warning system 
more effective, we recommended in our 39 failed banks report that 
the accounting standard-setting bodies, the FASB and the AICPA 
should revise accounting principles for identifying and measuring 
loss contingencies so that the value of the banks' problem assets is 
promptly recognized based on existing market conditions. 

Also, we recommended that if the accounting standard-setting 
bodies are unable to resolve the issue during 1991, they should 
notify the appropriate regulatory bodies for depository institutions. 
In the absence of prompt resolution of the above concerns by the 
accounting rules-setting community, we recommended that the 
FDIC, the Office of the Comptroller of the Currency, and the Feder- 
al Reserve Board issue accounting standards for financial institu- 
tions along the lines we recommended. 

In other words, I believe that the authorities who set accounting 
rules for the private sector should be given the opportunity to work 
out a solution to the need for better accounting rules. And this 
year, we have been working very hard with the FASB and others 
to tighten up the accountii^ rules. And in this respect, I would like 
to submit for the record some of the letters and proposals that we 
have sent them. 

She information referred to can be found in the appendix.] 
r. BowsHER. Reaching consensus on accounting rules is much 
like enacting legislation. It is a difficult process with many inter- 
ests to be heard from. We are continuing to work with the FASB 
and expect to know their intentions within the next few months. If 
the accounting standard-setting bodies are unable to arrive at an 
acceptable solution, then the banking reform l^islation, the legis* 
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lation that you just passed, provides the appropriate chaise to the 
regulators to adopt accounting rules that will provide for accurate 
financial reporting and disclosure. So in other words, the legisla- 
tion that you have passed does say, we are giving you people in the 
private sector time to come up with the right answer; but if they 
can't, then we are expecting the regulators to come forward, and 
the standards can't be weakened like they were in the S&L situa- 
tion, which you said in your legislation, had to be GAAP or better. 
So I think what you did in the legislation is right, but it isn't an 
accomplished fact yet, and that adds to the risk. 

Now I think that that pretty much says it for the two questions 
that you raised, Mr. Chairman, but I think there is another big 
issue here, and that is the statement that had been put out, the 
interagency policy statement of review and classification of com- 
mercial real estate loans, which the administration just issued. It 
may seriously add to the problem of unreliable flneincieil data by 
allowing real estate valuations that hide loan losses. 

We have concerns that too much emphasis is being placed on the 
return to normal conditions from depressed real estate markets, 
with little emphasis on current market conditions, the very condi- 
tion we found in our study of 39 failed bemks. As a result, ttiere 
will be more banks failing without reasonable warning, the extent 
of the losses will be hidden, and the regulatory process will be se- 
verely hampered. 

Further, the interagency policy statement seems to place more of 
a burden on the examiner who disagrees with judgments by banks 
on which loans should be classified and on the amount of necessary 
reserves for loan losses. In the past, the independent judgment of 
the examiner limited the discretion of banks in interpreting ac- 
counting rules. The policy statement appears to limit the examin- 
er's right to exercise his or her best judgment. 

It has been the intention for the examiner to be a primary force 
preventing the manipulation of accounting to conceal losses and 
risks. If that force is handcuffed, then the effectiveness of inde- 
pendent public accountants auditing financial statements will also 
be limited. So they will be in a very difficult position to argue for 
reserve levels that differ from those accepted by examiners. 

We believe that the intereigency policy statement is at odds with 
the objectives of the accounting principles for financial institutions 
set forth by the banking reform legislation; namely, that the ac- 
counting principles should result in financial statements and re- 
ports of condition that accurately reflect the capital of such institu- 
tions; two, facilitate effective supervision of the institution; and 
three, facilitate prompt corrective action to resolve the institutions 
at least cost to the insurance funds. 

Now, they are going to be holding a meeting here of the senior 
examiners on December 16 and 17 to review this new interagency 
policy statement, and we will be interested to see how the regula- 
tors resolve the apparent dilemma of conflicting direction from the 
culministration and the recently passed banking legislation. 

I just threw in a couple quotes here from Lawrence White, the 
former Federal Home Loan Bank member, who I think went 
throufdi the S&L situation. I think his op-ed piece that he wrote for 
the Wall Street Journal in March is very insightful. When the 
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loan-splitting thing was kind of put out as a trial balloon, he said, 
"Ten years ago, in response to similar pressures, the S&L regula- 
tors began their march down the same road of accounting forbear- 
ance. Weak or insolvent thrifts were made healthy on paper. Hun- 
dreds of S&Ls took advantage of these false appearances to 'grow 
their way out of the problems.' We now know the horrendous costs 
of that escapade." Mr. White went on. 

So, Mr. Chairman, just to sum it up, the Nation needs to know 
the facts. If the real economic facts show a larger problem, the 
leaders of government and the private sector should provide pro- 
gram initiatives to deal with these problems. But I would like 
again to emphasize that the accounting and the auditing reforms 
and the funding authority for the Bank Insurance Fund provided 
by this banking legislation through the diligent efforts of your com- 
mittee and the Senate Banking Committee were very responsive to 
recommendations that we had given you, and we hope we were 
giving you the information on a timely basis. We felt that we had 
been providing it here eihead of time, that we were not holding 
back at all. 

Mr. Chairman, we would be happy to answer any questions. 

[The prepared statement of Mr. Bowsher can be found in the ap- 
pendix.! 

The Chairman. Thank you very much, Mr. Bowsher. I do agree 
with you, and that is the reason that I tempered, as far as the ref- 
erence in a particular article referring to your statements with re- 
spect to accounting standards, that there could be again, as I said 
earlier, a difference in definition as to what we are talking about; 
and it is true. This is complicated. It is not really. It shouldn't be, 
but sometimes things are made purposely complicated beyond what 
they ought to be. 

However, I think it is clear that what we have done, and I know 
because I was the one that insisted from the beginning on January 
3 in introducing H.R. 6, that the fundamental thing there weis ac- 
counting reform. And so I thought we had taken 100 percent of 
what the staff informed me and what the GAO staff informed was 
necessary and indispensable. We held on to the whole proceedings, 
all of the three bills that we came out with and in the conference 
with the Senate. So I do understand that. 

My question is this: I think it is the basic question that motivates 
being here. In the remarks attributed to you, it was inferred or 
stated that the $70 billion in loss and working capital funds that 
were provided in the bill was not sufficient. In addition, the other 
troubling thing, to me at least, was that in which you were quoted. 
This time it was a direct quote, and I am going to quote, were that 
the problem is bigger than the regulators ana the administration 
have admitted, end of quote. 

t wonder if you could please tell the committeo to what extent 
the problems in the banking industry are more wver* than admit- 
ted by the regulators and the administration, iind if $70 billion is 
not sufficient, how much is needed to addresB th»» problem? 

I realize that that is based on economic conditions and all of 
that, but I think by now we have, and ai net you audit FDIC. we 
should have an idea as to the rai^e of asset* involved in the very, 
very near immediate future. So that would be my question. To 
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what extent are the problems in the industry more severe than ad- 
mitted by the regulators or the administration, or both? 

Mr. BowSHER. Well, my concern all year has been that the regu- 
lators and administration have consistently tried to say that they 
thought that this was a temporary problem, a loan was needed, 
and that the taxpayer would not have to be involved. 

I have felt, as I have seen the numbers coming in and deteriorat- 
ing, that it was obvious that this was a bigger problem. And if you 
remember at the beginning of the year, we were talking about — 
well, a year ago there was even some question of whether any help 
would be needed at all. Then we got down to the $25 billion figure 
in the early part of the year, and then we gradueilly moved up here 
te the $70 billion. It took me 6 months in debate with Bill Seidman 
and the FDIC on our audit to make en additional $4 billion adjust- 
ment there. 

Finally, we were able to show the people over there that we had 
to book that additional reserve for what the fund was at the begin- 
ning of the year, and what we thought — which we have said public- 
ly — the fund would be out of money by the end of the year. So we 
felt all along here that they were not seeing the picture as serious- 
ly as we were. And now they are at the $70 billion. I still feel that 
these other uncertainties such as the accounting, some of the ones 
that Congressman Moran raised about the liquidity issues, is why 
we put into our audit report here in November that we just wanted 
to make sure everybody was aware that the $70 billion is a good 
figure, I think, to start with. We are just not sure it is going to be 
enough. 

The Chairman. OK. In connection with that, the Federal Deposit 
Insurance Corporation Improvement Act of 1991 provides that BIF, 
with the $30 billion in loss funds, is to be repaid by the industry 
over a 15-year period through premium assessments on whatever 
basis, I guess IVeasury would have to figure out an amortization 
schedule. 

Additionally, the FDIC Chairman is considering raising the in- 
surance premium from 23 basis point to 30 basis points. Based on 
your information and analysis, is 30 basis points sufllcient to meet 
the repayment terms spelled out in the legislation, and can the in- 
dustry realistically meet these terms? 

Second, at what level does the insurance premium assessment 
become detrimental to the industry, forcing the taxpayer to pick up 
the tab? And if you could include an analysis of the [>otentially re- 
duced assessment base as depositors seek alternative investments 
as interest rates on bank demand and time deposits decline. 

In other words, that is sort of a two-and-a-half question. 

Mr. BowSHER. Yes. The 30 is a figure that I think some of the 
people in the administration and Chairman Greenspem were wor- 
ried that would be hard for the banking industry to accept. Our fig- 
ures indicated some months £igo when we looked at it, we have not 
looked at it in recent times, that it didn't look to us that there 
would be that many banks affected or have to be taken over in ad- 
dition to other banks by going that high. 

But our numbers are somewhat dated now, to be very honest 
with you, Mr. Chairman. We would be willing to update those. 
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The Chairman. I would be very grateful to you. I think this is a 
very, very important question and isBue that we had better be 
knowledgeable on. So I would appreciate it. 

Mr. BowsHER. Yes. The one thing I would also like to point out is 
that the bankers still have not — but will need at some point in 
time to rebuild the fund, too. In other words, what we really now 
have is a line of credit over at the Treasury, and there is really no 
balance in the fund. And so in addition to repaying the loan, why, I 
think they have the additional future burden of rebuilding the 
fund. And with the interest costs that the loan will entail, why, 
you have, to me, a fairly sizable financial problem here that the 
banking industry is not going to easily be able to handle until 
things turn a lot better. 

The Chairman. My time has expired, but if we have enough time 
later on, I would like to pick up on that. I am very much concerned 
about it. 

Mr. Wylie. 

Mr. Wyue. Thank you very much, Mr. Chairman. 

I think the chairman eisked the appropriate question, and you 
and I discussed it before you came in and testified this morning, 
and that was your statement "that I have been worried that the 

Eroblem is much bigger than the regulators or the administration 
ave admitted." And you had what I thought was a fairly reasona- 
ble explanation for that statement in our prior discussion, 

What you are saying now, I think, is that you think that the $70 
billion we have provided may be enough. As I understood it, when 
we were going through with this legislation, that was a figure 
which you more or less had signed off on. Is that 

Mr. BowSHER. No, we never s^ed off on any figure. I have been 
avoiding that very carefully, having seen that in the S&L situation 
when we were asked to sign off on the $50 billion. 

Mr. Wylie. Speaking of the S&Ls, 1 can remember from that. 

Mr. BowsHER. So I never have signed off on any figure. I have 
always been very concerned that — I think you have to start with 
some figure, and I think the $70 billion is a good figure that the 
Congress used. You gave the administration what they said they 
needed, and I think it is a good start, but I have never been sure 
that that would be enough, 

Mr. Wyue. In 1985, I asked the question as to how much it 
would cost to save the savings and loan industry or do what had to 
be done at the time, and you came up with a figure, threw out $15 
billion you thought would be a pretty good figure, and that kept 
changing as we went along. What bothers me a little bit is that we 
passed this bill, we worked very hard on it, we thought we had 
come up with a figure which would be adequate, at least for the 
moment, or into the foreseeable future, as I said, and I get home 
and there is a statement in my paper that GAO says that that is 
not going to be enough, which is a little bit disconcerting. 

Mr. BowsHER. I can understand that, Mr. Congressman. 

Mr. Wylie. So 1 think we need to figure out a way to be, as I say, 
reading from the same hymnal here. How big is the problem? 

I know what you are going to say is it depends on the number of 
bank failures and the state of the economy. 

Mr. BowsHER. Yes. 
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Mr. Wylie. But there is also a statement in here that says if any 
one really large bank went down, we would be right back there. I 
suppose that means with a zero balance in the BIF fund; is that 
what that meems? 

Mr. BowsHER. It means that, and it also means that the esti- 
mates that the administration used to come up with the $70 billion 
did not include a failure of a large bank, so that if that situation 
was to develop and happen, why, then that would make obsolete 
very quickly the fact that this money might be enough. 

Mr. Wyue. But how big would the bank have to be? We just saw 
the failure of the Bank of New England, which was the 33rd larg- 
est bank and the resulting loss was approximately $2.5 billion. 

Mr. BowsHER. You have some large bamks in this country today 
that are much larger than the Bank of New England, and if any of 
them were to go under it could wipe out the fund — I am thinking 
among the very largest here — this was what we started warning 
you about in our September, 1990, report when the fund was 
coming down. We had in that report our concern that if amy large 
banks went down that it would easily wipe out the fund. 

I think you have the fact that we now don't really have a fund, 
we have this line of credit, you still have the same risk literally. 

Mr. Wyue. But we will always have that same risk, I suppose, 
into the foreseeable future. 

Mr. BowsHER. If you go back historically, the fund could have 
handled large banlLS. In other words, that has been one of the 
things I think that happened in the 1980's, and that is our fund 
balance had to be used up in handling various institutions. As the 
percentage of the fund to the deposits that were being insured in- 
creased, you became more and more vulnerable to a large bank 
failure, you might say, and right now we are still vulnerable. 

Until that fund some day gets rebuilt to insure the size of what 
our institutions have grown to be here, why, you don't have quite 
the safety that I think most people would like. 

Mr. Wylie. How big is the problem? 

Mr. BowsHER. We just don't know. I think the $70 billion is a 
good start, and I don't want to 

Mr. Wyue. I had to revisit the question. In this article we pei^ 
petuate a misunderstanding. It says that the $70 billion or so that 
Congress, at the end of this session on Wednesday, provided a new 
taxpayer loan to keep afloat the insurance fund to protect bank de- 
posits. Thirty billion dollars weis for, of course, loss funds, and that 
is to be paid back by premiums. 

The other $40 billion is for working capital, and that can be 
repaid from Eisset sales. We thought we hful set that up. Is that cor- 
rect? 

Mr. BowsHBR. It is correct. Yes, $30 billion is for loss money, $40 
billion is for the — what you hope there is as the assets are put into 
the working fund. As the working fund is used to pick up those 
assets, later on, when those assets are sold, you will recover enough 
to repay the fund. But, that is one thing I have warned consistently 
on the S&L situation, and that is if the sales of those assets do not 
bring in the money that they are booked at, why, you could get an- 
other loss that the Treasury would have to absorb from the work- 
ing fund. 
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Mr. Wyue. You may not be able to answer this, but is the failure 
of a lat^e bank which will deplete the BIF fund imminent? 

Mr. BowsHER. We have not examined any of the individual large 
banks, so we don't know. 

Mr. Wylie. Thank you, Mr. Chairman. 

The Chairman. The time of the gentleman has expired. 

Mr. Kennedy. 

Mr. Kennedy. Thank you, Mr. Chairman. 

Comptroller General Bowsher, I was interested in one of the 
problems, it seems to me to be kind of a structural problem, which 
you have hit on, which is the whole issue of the importance of real 
estate in a place that we have seen firsthand, up in New England, 
where banks — you take a place like Cape Cod, where real estate 
values skyrocketed over the course of the last 10 years, we saw 
banks that might — developers would come into a bank and, let's 
say, claim that as a result of the recent sales in the area were 
worth $100,000 per apartment, they would go and put these condo- 
miniums up, and then it turns out that the value of the condomin- 
iums, let's say, drops 20 percent, so now the condominium, after it 
has been built, is only worth $80,000 per apartment. 

You have the developers put up 20 percent of the value, relying 
on the bank, which has put up 80 percent of the value, and that 
occurs time and time again. It occurs for the shopping center; it 
occurs for the single-family homes; it occurs throughout the entire 
real estate sector. So the problem then comes that the examiner 
comes into the bank, and the examiner says to the bank, look, the 
real estate values have dropped, therefore, you have to set aside 
loan loss reserves against these bad loans. 

As 1 understand, according to the FASB accounting, if that loan 
is operating at, let's say, a 20 percent loss, the value of the loan 
isn't marked down 20 percent, it is marked down 100 percent. That 
is one question, but I will come back to that. 

Second, what then occurs is the bank is forced to go find some 
cash to offset the bad loan. So what they then do is they go to an- 
other gentleman or businesswoman, who has a small, let's say, 
manufacturing company, and they pull that loan and say that that 
company must pay back 100 percent of the value of that loan im- 
mediately in order that the bank has enough CEish to be able to set 
£iside the bad loan that the examiner has just come and demanded 
and that, then, puts out of business the small manufacturing com- 
pany, which then further decreases the value of the real estate in 
the region, which then gets you into this terrible spiral, which has 
been known as the credit crunch or by a series of other namea, 
which evidently President Bush has tried to address through this 
recent change in emphasis to the examiners. 

I wonder, first of all, if you can correct for me where I was wrong 
in my description. And second, if you could please tell me what 
your thoughts are about how the banking sector ought to deal with 
this kind of phenomenon, when you have one major sector that 
they are pumping all this money into, which is real estate, which 
takes a hit, which has this ripple effect, because of accounting 
standards, that ends up bringing down other areeis in the economy 
that could, in fact, end up strengthening the real estate sector, and 
instead create this spiral that seems to run out of control. 
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Mr. BowsHEH. Your facts aren't quite right at the beginning, and 
that is that banks don't take that loss when examiners come in. 
They only have to take the loss when they actually have a transac- 
tion. 

In other words, banks have a piece of property they change, or 
they decide along with their CPA firms that the reserves aren't 
large enough for potential losses. The examiner's report may play 
into that situation. But, the main thrust of your question is true, 
and that is that the losses that are being incurred from real estate 
don't lower the capital. If you don't have other profitable business 
building up or keeping capital up, then, the bank does start to then 
figure out how to contract a bit, let's say, so they can protect their 
capital. So you do get into that spiral situation and the credit 
crunch, as you have referred to it. So this is a problem that is 
facing us. 

As I said in the last paragraph of my statement today, t think 
what we have got to do is we have got to get the accounting right 
so we know what the facts are; then If you need additional capital, 
that capital has got to come either from the private sector or some 
new government program. In other words, you have got to have 
real capital. 

Mr. Kennedy. I appreciate that. 

The point is that you are saying that you have got to get the ac- 
counting right first. My point is that we ought to be able to design 
a system that gets you what you need in terms of accounting accu- 
racy and provides capital to the companies. 

Mr. BowSHER. But, see, that is two issues. 

Mr. Kennedy. I understand it is two issues, but I think the prob- 
lem is you are trying to merge it into one in order to get your prob- 
lems solved. 

Mr. BowsHER. No, no, I am not. Not at all. I am trying to just get 
the accounting right so we know the facts. And then as I said in 
the last paragraph 

Mr, Kennedy. By you are saying you want to get the accounting 
right, doesn't that, in fact, force this rating of the good businesses 
to offset against the losses? 

Mr. BowsHER. If you can't raise capital any other way, or if there 
is no other government pri^ram, or something like that, then it 
does force the 

Mr. Kennedy. So there are these two issues 

Mr. BowsHER. That is the way it is happening now because you 
don't have the other prc^ams. That is exactly right. 

The Chairman. The time of the gentleman has expired. 

The Chair is going to ask unanimous consent that we go back to 
Mr. Wylie and pick up on something that I think is at the heart of 
the wlrole matter. We are on the "Ship of Fools" here if we don't 
address it. We have tried unsuccessfully. 

When Mr. Wylie asked you, what is a figure, you said, well, what 
you have got to do is restore the health of the fund, that is you 
have got to have that percentage ratio in the fund in proportion to 
the amount of insured deposits in the bfinking system. 

Now, this is what I have been saying for 2 years. I wanted to ad- 
dress this 2 years ago ti^ether with FSLIC, I wanted to address 
BIF. 
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I was accused of trying to make a scene of bad conditions in BIF 
which weren't there. You will recall, it was healthy and what was 
wrong with it. 

Now, Mr. Wylie brought up this question awhile e^o, and I just 
feel so intense. We can do whatever we do, we can double the 
amount, but unless we reduce the exposure of that $3 trillion 
worth of insured dei>osits, what kind of a fund is it goii^ to take to 
handle in a declining economy? 

After all, banks are not going to be well off if the economy is not 
well off. 

So don't you think that is the central issue? 

Now, we failed. We had editorial nonsupport when we tried to 
reduce the exposure of the insurance fund, which has now become 
so corrupted and out of shape from the congressional intent, that 
you have billions of dollars in pass-through accounts, in BIC^ and 
whatnot that were never intended by the Congress to be insured. 

Our study shows that 99 percent of the closeouts handled by 
FDIC under the arrangement we had, under FIRREA, which I 
never accepted. I was always against FDIC handling that, but now, 
of course, we have come back to this report. 

My question, in following up Mr. Wylie's, is, well, we can keep on 
on a sliding scale. No mathematician can give you an answer on a 
rate of change of deterioration based on the rate of change with ex- 
actitude, and we are talking about what is it going to t£^e to have 
a healthy fund, if we are going to preserve this intact, what we call 
a deposit insurance fund system, if we have $3 trillion worth of in- 
sured deposits just in the commercieil banks. Now, we had every- 
body from editorialists to the bfinking industry solid in their con- 
tention, don't tamper with that insurance fund, don't dfire touch it. 

So how can we do anything, Mr. Bowsher? I ask you in all sincer- 
ity, because I think that we are just kidding ourselves, we are like 
on the "Ship of Fools" to think we can ever get enough money. 
Even if we hit the taxpayers, there is a limit to how much taxpay- 
ers can pay. 

First, I think the Congress will resist, and I don't blame ifWe 
have got — the people want the truth. 

I don't agree with Mr. Moran's statement that we don't want to 
hear it. The people want it. That has been the trouble with our 
country. 

The people want to know the bad news, if it is the truth, because 
then they want to hold us accountable as to what we are going to 
do about it. Until that is done, they can't. So I think that at this 
point we have got to stop here and say, well, yeah, this hearing is 
great, and we can get an estimate from you on a sliding scale if, 
like Mr. Seidman did, beginning a year ago — well, when he saw 
me — yes, this is our estimate if the recession bottoms out. 

In February he said, well, if it bottoms out by March, well, then, 
this very, very pessimistic estimate won't be true. So I am just 
asking in the name of just plain public accountability, how can we 
convey to the disseminators of information, to our colleagues, and 
to the industry itself, which apparently doesn't want to perceive it, 
the magnitude of the crisis confronting the so-called deposit insur- 
ance system? 
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If you have this disarray, this absolutely unbalanced ratio be- 
tween the amount that has now been — now, the bankers did that, 
just like the S&Ls did what they did with FSLIC, and used the in- 
sured funds as a capitalization item or asset. 

Now, I ask you, Mr. Bowsher, at this point, how best, if we don't 
address that, what can you do to predict the actual need of that 
fund? 

If we do not reduce the present exposure and keep extending 
that exposure — ask Treasury what happened, Treasury wanted to 
bring in commercial funds to fool around with banks that would be 
insured, without even having any standards of capitalization for 
those firms. That is increasing, that is not decreasing the exposure. 
That is the moral hazard, the moral hazard which hasn't been at- 
tended. The moral hazard is the degree to which the intermediaries 
shift from their shoulders and on to the taxpayers that responsibil- 
ity. And this is what I am asking now, and I ask unanimous con- 
sent — I don't want to abuse that privilege, but 1 think it is the 
whole fulcrum of anything we do, and if you have any way that 
you could tell us, at this point, if it isn't true that we are just slid- 
mg from one eetimate to the other, until we stabilize that exposure. 

Mr. Wyue. Mr. Chairman, I don't think you need unanimous 
consent. But I appreciate your following up on my inquiry — and 
that was the thrust of it, and you stated it with much more enthu- 
siasm and concern than I did. 

We need to know what the proper deposits-to-insurance ratio is, 
and I think that is what you were saying a little earlier that is 
there right now. 

Mr. Bowsher. That is right. If you use 

The Chairman. In your audit report you gave us November 1991, 
it suggested $4 billion being at yearend 1990, represents fifteen- 
tenths of 1 percent of insured deposits, but then 

Mr. Bowsher. That is what we are down to, Mr. Chairman. 

We are down to just the figures you read off there. If we were to 
provide enough money to cover 1.5 percent of the deposits that we 
are insuring, we gave you an estimate back in April that that 
would take $30 to $40 billion. We used the 1.5 percent because I 
believe that was in the PIRRBA l^islation as being a desired goal 
for the insurance fund, and so that is why we used it at that time. 
So that would take you up to $30 or $40 billion more to have a 
fund and being literally 

The Chairman. All right, that was $4 billion as of December 9, 
but in today's statement, on page 2, you say the fund's reserves 
were reported by FDIC to be about $2.4 billion as of September 30, 
1991. 

Mr. Bowsher, Cem you tell me what page you are on? 

The Chairman. Yes, page 2, yes, sir, on the second to the last 
paragraph, the last line, in fact. 

Mr. Bowsher. Oh, yes. The fund reserves were reported by FDIC 
to be about $2.4 billion as of September 30, and what we had pre- 
dicted there is that at the end of the calendar year, which would be 
December 31, there would be no money in the fund. 

The Chairman. No percentage, no nothing? 

Mr. Bowsher. No nothing, yes. 5o that is why the $70 billion was 
essential to have the line of credit both for the loss funds and the 
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working capital funds, so that there would be no panic or anything 
like that. 

The Chairman. What I am getting at, though, is that just takes 
care of the eventualities. 

Mr. BowSHER. It really takes care only of the institutions that 
they are resilly expecting to move on here in the next couple of 
years, I think. That is how they built their estimate. 

If you think about what was in The Washington Post article on 
Sunday, they were talking about taking down 400 institutions. This 
basically finances that. 

The Chairman. Four hundred? 

Mr. BowSHER. Yes. 

The Chairman. What is the asset range? 

Mr. BowsHER. That includes the S&Ls, right? 

Yes. So you have both the banks and the S&I^ in the 400, yes. 

There are 30 or 40 banks within that, I guess. 

The Chairman. All right. 

So that's $60-70 billion 

Mr. BowSHER. It takes care of what they are expecting to be the 
problem banks that they have to handle in the next couple of 
years, but it doesn't replenish the fund, that is correct. 

The Chairman. OK. Thank you very much. 

I thank my colleagues. 

Mr. Riggs. 

Mr. Riggs. Thank you, Mr. Chairman. 

General Bowsher, I guess, you know, taken at face value, your 
testimony here today is quite alarming, but I suppose that part of 
your role is to be the resident pessimist. 

Mr. BowsHBR. Well, I guess so. 

Mr. Riggs. I wonder, though 

Mr. Bowsher. Though I will point out that we have kind of 
played that role now lor several years, both in the S&L, and in 
banking, and the problem keeps getting bigger than what even we 
have been alerting everybody to, so it isn't that we have been over- 
alarming at all, we have been trying to give you our best advice 
each time. 

Mr. Riggs. I have a bit of a tough time, though, reconciling your 
testimony with the tremendous amount of feedback I have gotten 
from the banking industry, which says that really since the pas- 
sage of FIRREA they have been steadily increasing their loss re- 
serves and capital assets in response to regulatory pressure. 

Is there any kind of discrepemcy between your testimony and the 
feedback from the industry itself? 

Mr. Bowsher. There is a discrepancy in impression, I think, that 
is what you have. They have been increasing their loss reserves, no 
question about that, but have they been increasii^ them enough? 

The real problem comes when the banks are about to fail, have 
they been increasing them enough? What we have done is each 
time we have been asked to look at those failed banks, that is 
where the big problem is. 

So it isn't in the banks that are going to be able to continue and 
maintain, it is the ones that are in trouble, and generally when the 
government takes them over, they are in a lot more trouble than 
what the last nnemcial statement that was issued says. 
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Mr. RiGGS. I appreciate that. You say there is a valuable lesson 
for those of us in policymaking positions to learn from those case 
studies, if you will. 

You raised the question about present accounting practices, 
which you say can in some instances amount to accounting forbear- 
ance. I just want to focus there for a moment. 

What I read into your testimony is that we need a mark-to- 
market approach, but in marking to market, we have got to 
assume liquidity, and I wonder how realistic that is, given the fact 
that most of the primary assets of American banks, and I eissume 
this certainly is consistent with your case study inquiries, those 
assets are illiquid, long-term loans. 

Mr. BowsHER. Quite a few are. And as Congressman Moran 
pointed out, too, liquidity gets you into problems such as just roll- 
ing over things, like in the insurance industry these GICs that they 
have got out there, a lot of them are not being rolled over, I am 
told. 

I haven't done a study, but I am being told. So anytime you have 
those kinds of situations, why, you can also add to the liquidity 
problems that you have. So those are some of the problems that I 
think we might well be facing, the liquidity issues, over and above 
what are the values of the assets. 

Mr. RiGGS. But figain is it reeilistic to eissume that the banks and 
the regulators themselves should take this mark-to-market liquidi- 
ty approach? 

I mean, is that truly realistic? 

Mr. BowsHER. I have not come out for mark-to-market. In other 
words, I think what we have advocated is a more realistic view on 
marking down the problem assets. 

In other words, I wouldn't force all the assets to go to the market 
value in the financial institutions, and I have not made any recom- 
mendations like that. But it seems to me that when you have an 
asset that has honestly got a lot less value, then I think you have 
to be realistic as to what is the true value or the current value of 
that asset. And that is the issue we are trying to force with the 
standard setters, to give us some language here, give some guide- 
lines to the people who truly have assets that are in trouble. 

Mr. RiGGS. You discuss in your testimony a great deal, account- 
ing and auditing standards, yet you never mention the word, I 
don't think you mention the word "appraisal" once, and I am won- 
dering about that correlation. Isn't that one of the lessons that we 
learned? 

Mr. BowsHER. It was one of the big lessons that was learned. 
Somebody used that as an illustration over here, too. 

Mr. RiGGS. ts that an oversight on your part that you don't ad- 
dress appraisal methods and standards? 

Mr. BowsHER. We didn't do it because we had the two specific 
questions from the committee today to address, and it was not one 
of them. But in some of our past reports we have certainly indicat- 
ed that, especially in the S&Ls area, but also in the banking areas, 
the appraisal was a problem in many of the situations, especially 
when the industry went to where they were loaning more and 
more in percentage on the development, like if you were loaning 
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In your opinion, are the increasingly burdensome regulations im- 
posed on bankers encouraging many bankers across the Nation to 
leave the banking industry for the comparatively unregulated non- 
bank bank industry? 

Mr. BowsHER. We have not done any study that would support 
that, or I haven't heard that myself. 

Mr. Hubbard. Mr. Chairman, my time is up, and I thank you for 
the opportunity to ask Mr. Bowsher questions. 

The Chairman. Thank you, Mr. Hubbard. 

At least we got one good positive statement about the bill at long 
last; I want to thank you for that. 

As for Bill Seidman, maybe in retirement he has gotten to where 
he sees hobgoblins and bankers and frightened coveys somewhere. 

Mr. Thomas. 

Mr. Thomas. Thank you, Mr. Chairman. 

Let me follow just a little bit on Mr. Hubbard's question. 

Obviously, none of us, and particularly you and your associates, 
are designed to be Pollyannas and make things better than they 
are. On the other hand, bemking is a business, and it is one that is 
a very vital part of the economy. 

I presume we are all interested in helping the economy. What do 
you think the impact on cost will be should we implement all of 
the regulatory things that you talked about? Have you studied 
that? 

Mr. Bowsher. Well, the only thing we are recommending in ad- 
dition to what you have in the bill here is to get the accounting 
standards straightened out. We are not here today advocating zmy 
more regulatory change than what you people enacted. So we are 
not recommending any now. 

The recommendations that you people took from us arid imple- 
mented in the bill were for the larger institutions. In other words, 
if you remember there was a $150 million threshold there — and so 
I think the best estimate was the 2,000 largest banks would have to 
review their internal controls in their systems, and we felt that 
that would add some cost the first year or two to the banks who 
have weak controls and systems, but in the long run, we didn't 
think that it would add all that much to the cost, because you 
should get lower audit fees from any institution that has good sys- 
tems and controls. And I think if you think of what it has already 
cost the banks now to have all these bank failures. You have gone 
from 9 cents and you are now up to 23 cents; and people are saying 
we may have to go to 30 cents, that is the cost of weak controls and 
bad systems and a lot of other things, in addition to the recession 
in the real estate. 

In other words, as we look at these failed banks, one of the 
things that is just common in every one of them is they didn't have 
good controls and systems. So if we think long term, if you can get 
the banking industry all with good controls and systems, you 
should be able to bring that cost down for them. 

Mr. Thomas. That is a significant cost, particularly the smaller 
banks, like in Wyoming where they have about a 9 percent tax rate 
and are strong, but they have tripled the cost they pay. 

Mr. Bowsher. Oh, absolutely. That is why I think, Mr. Congress- 
man that it is awfully importent to get back to a much safer and 
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Mr. Hubbard. On page 5 of your testimony, you discuss the tre- 
mendous oversupply of government-owned assets on the market* 
place. To quote you, you said, "this oversupply could severely 
hinder FDIC's ability to generate recoveries on future asset seiles, 
thus substantially increasing the Bank Insurance Fund's ultimate 
cost of resolving problem institutions." 

Could you elaborate for the Banking Committee 

Mr. BowsHER. Yes, that is the issue when you are taking over 
these assets and using working capital funds. See, in the S&Ls, we 
are putting them into the R'TC, and we are using working capital 
fun<^, and that is what you will be doing here with the working 
capital funds. 

What you have got is so much real estate out there, so much of 
an overhang that as you are selling it out of those funds, you hope 
that you will recover the full amount that you have put in, which 
is generally an estimated fair value at the time. But as I have 
Eilerted the committees now for several months, you have to recog- 
nize that the excess real estate here, the number of commercial 
office buildings, the number of shopping centers, and everything 
like that, is a tremendous overhang on the real estate market, and 
so the government might not ultimately get back what they are 
carrying as the value. 

Therefore, you then will have to book additional loss out of the 
working funds literally out of the Treasury — because you will have 
to repay the Federal financing bank. 

Mr. HuBBASD. The former Chairmem of the FOIC, Honorable Bill 
Seidman, recently described the Banking Reform bill that we 
passed last month, in the followit^ manner, he ssdd it was "304 
pages of ways to terrorize bankers." 

I didn't know it was that myself, but given your view that in 
some respects this legislation didn't go far enough, would you like 
to comment on Mr. Seidman's review of that bill? 

Mr. BowsHER. Well, I would not share Mr. Seidman's view. In 
other words, I think what you did in the bill is you gave them the 
$70 billion, which is what the administration requested, and you 
put in reforms to have a much better early warning system as to 
which banks were getting into trouble, and, hopefully, be able to 
take more timely action, therefore, to reduce the amount of loss to 
the American taxpayer. So I think the bill itself is a very good bill. 

Now, we never got into the powers issue. In other words, maybe 
that is what he is addressing here, and the only thing that we had 
recommended at the time was possibly branch banking was needed 
to diversify the risk. But we never found enough evidence that we 
could recommend to you on whether they should be in the securi- 
ties business or in the insurance business and everything else, so I 
don't have the same disappointment that maybe Bill does from 
that viewpoint, because we just didn't have it as a recommendation 
to the Congress. We think on balance your bill is a good bill. 

Mr. Hubbard. One last question. 

One Kentucky beinker said yesterday to me that with our tumds 
tied behind us like never before, some of our Kentucky banks are 
considering chucking their bank charters in disgust in order to 
compete as nonbfmka 
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and not people sitting around saying, God, you did something, but 
that ain't enough. 

Mr. BowsHER. Well, it is just like here at the committee. When 
people ask me, is $70 billion enough, I feel I have to answer the 
question. And I answered it today the same way I did to the report- 
er that night, and that is we think it is a good start, we think the 
Congress gave the administration what they wanted, but we are 
not sure that that will be enough in the long run, and that is the 
way I answered the question, and that is the way I answered it 
today. 

Mr. Thomas. I do think that attitudes have something to do with 
it. You help provide sort of a self-fulfilling prophecy when we con- 
tinue to always be negative. 

Thank you, sir. 

The Chairman. Mr. Mor£m. 

Mr. MoRAN. Thank you, Mr. Chairman. 

Mr. Chairman, you pointed out that we have some different 
points of view on this, so let me try to verify where I tun coming 
from. 

The Chairman. What I said was in response to what you said 
about maybe we don't want to hear the truth. What I am saying is 
the people I meet and know, just ordinary citizens and others, they 
want to know. 

Mr. MoRAN. I understand, Mr. Chairman. I understand, and I 
don't want to — my feelings weren't hurt, but I am going to clarify 
where I am coming from. 

Several years tigo we had a farm crisis in this country, and it 
was largely exacerbated by accounting procedures that required 
the banks to write down the value of farms down to their current 
market value, £ind when they did that, there was insufficient collat- 
eral value to support the loans outstanding for the land, for the 
farm equipment, for their homes, and so forth, and that farm, that 
individual farm would go out of business, it would go bankrupt, 
and that affected the value of the adjacent farm, and on, and on, 
and farmers suffered, their families suffered, communities suffered, 
America suffered. 

I am afraid we may have a parallel situation in the real estate 
industry, if we start marking-to-market, liquidation-based apprais- 
als of property for which there is not a current market, appraisals 
that are not made within an historical context of the normal value 
of that property, then it is going to drive down not only the value 
of individual banks' portfolios, but the value of the private sector 
in individual communities, in the metropolitan area where we have 
had a tremendous building boom, I am afraid that we are going to 
see our property values, particularly commercial values, decline as 
much as 30 percent over the next couple of years the way it is 
going. 

If that happens, that means that our municipal revenues, which 
are dependent upon property taxes, are going to suffer proportion- 
ately. It means we are not going to have the money for schools, for 
r>lice departments, for our public works, and so forth. That is what 
w£is getting at, that we have some very serious endemic economic 
problems here, and I don't want to see them exacerbated by ac- 
counting procedures which are well-intentioned, that maybe to 
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some extent are promoted because we want to get the most current 
estimates of the real value of the bank's portfolio at this moment 
in time. That is why I am not sure that we want daily assessments 
of what that property is worth, because there are not buyers for 
that property out there now, and that is where I am coming from, 
Mr. Chairman, and Mr. Bowsher. I have a great deal of confidence 
that you understand not only the complexities of what we are deal- 
ing with, but the ramifications of the estimates that you are 
making, the public pronouncements that you are making, and I 
know it is a Hne line to walk between doing what you know is in 
the best national interest, £uid trying to do everything we can to 
shore up this economy and giving us the most reliable estimates. 

Now, perhaps you might respond, because I know you are sympa- 
thetic with this concern, and Comptroller General Bowsher, I 
would like to hear from you in that respect. 

Mr. Bowsher. Mr. Congressman, on the farm situation, again, 
they didn't go out and reduce the value of those farms unless the 
farm had to be sold or if you had a situation that the farmer 
couldn't make payments on it, or something like that. Only then 
did they take the loss, you might say, in those banks. 

Now, I felt for sometime in that situation that again there was a 
lack of wanting to rec(%nize how serious tiie problem was out there 
in the farming community, and I thought so for sometime. I re- 
member making a big presentation to the Federal Reserve people 
and to the Treasury people — that they should recognize the prob- 
lem and do something about it. Once we got the $4 billion bailout 
to the farm credit system, the whole ball game changed. 

At that point, you were able to service the farmers, you might 
say, and so a lot of the problem then started disappearing. But 
until you could get people to recognize how big the problem was, 
and to do what had to be done to get some accurate accounting, 
why, nobody was willing to come with a program. I think once we 
had that program, why, it just seemed to change the atmosphere 
out there. So it is the same kind of an issue. 

I mean, you are absolutely right, there are a lot of similarities to 
this, Euid this issue is much bigger, because there is more real 
estate that is in the nonfarm community. But the accounting 
change is not based on just appraisals of the existing, it is really 
like when you have a shopping center with 13 stores and you only 
have 2 lessees. I saw some property down in Texas where a parking 
lot was caving in practically, the chance of getting more lessees 
into that 13-store shopping center, strip shopping center, as they 
refer to it, weis very slim. 

Carrying that at full value, you are kidding yourself, and eventu- 
ally if that is a bank or an institution that is going to come down, 
then the government and the taxpayer is going to get a big sur- 
prise. 

Mr. MoRAN. We certainly don't want misleading statements like 
that. 

Mr. Bowsher. I am sure you are not advocating that. What you 
are saying is that you are worried that the devaluation here could 
feed on itself, and it is the same thing, I am sure, that Congress- 
man Thomas is worrying about. So all I am saying is that when 
you have really failing situations, you really have then got to rec- 
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ognize it, £ind I think you have got to have a program to deal with 
it— that is what is required. 

Mr. MoRAN. But your policy is not to value property at whatever 
the market will buy it at? 

Mr. BowsHER. We have not advocated mark-to-market account- 
ing. What we are saying is when you have a loan that is in trouble, 
then we think, at that point in time, it should have some kind of 
realistic value put on it, and if you need to add to the reserves 

Mr. MoRAN. So it really comes down to a matter of judgment. 

Mr. BowsHER. Yes, I think so. 

Mr. MoRAN. Thank you, Comptroller General. 

Thank you, Mr. Chairman. 

The Chairman. Thank you. 

Mr. Sanders. 

Mr. Sanders. Thank you very much, Mr. Chairman. 

I have b£isicall^ two questions of Mr. Bowsher. One is, as you 
know, which I thmk is correct, is that it is estimated that some 30 
to 40 percent of the savings and loan institutions that have failed 
were involved in illegal activities, not just stupid investments, but 
illegal activities. 

Now, the New York Times, November 29, states, it is not a direct 
quote of you, but it says Charles Bowsher, Comptroller General, 
said that existing accounting standards had enabled banks to con- 
ceal — conceal was the word that interests me — to conceal hi^e 
amounts of potential liabilities that could easily deplete the $70 bil- 
lion, or so, the Congress, and so forth, voted. 

If, as you say in your statement on page 11, which is obviously 
true, that the key to successful bank regulation is knowing what 
banks are really worth, that is not a very difficult concept to un- 
derstand. And I agree with you, and if we also — if the evidence 
seems to be, and I know I read your fine report analyzing bank 
failures of 1989, if we are looking at a situation, and tell me what I 
am missing here, where it appears that banks are intentionally 
concealing their potential liabilities, how do we describe this activi- 
ty? 

Is this illegal? Is this immoral? 

Do people go to jail when they do this? 

Do they get fined when they do this? 

Because, aa you know, this results in large bailouts. You could 
have acted sooner. We could have acted sooner. When we don't act, 
our taxpayers are asked to come up with tens of billions of dollars 
that do not go to feed hungry children, and so forth. This is very 
serious business. 

This is just not, it seems to me, accounting practices. 

Are these people acting illegally? 

Do they go to jail? Are they fined? 

What happens when they do these things? 

Mr. Bowsher. I think the thing that you are pointing out. Con- 
gressman, is that accounting is important. A lot of people, and that 
is what Larry White said, one thing he learned as a member of the 
bank board, it isn't just accounting, it really ends up how you 
make decisions, things like that. 

Right now the generally accepted accounting principles give you 
so much latitude that you can't come to the conclusion that it is 
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ill^al, or anything like that, and so people are using this latitude 
to, I think lots of times, give themselves the benefit of the doubt. 

In other words, the word, and I might ask Don Chapin here, who 
is my top accountant, who has been very much involved in the ne- 
gotiations with the FASB, to amplify a bit, but there are certain 
words in these accounting standaids that people could come to dif- 
ferent answers or solutions, based on how you interpret thOM 
words. 

One of the k^ words is probable, right, Don? 

Mr. Chapin. Right. 

Mr. BowSHER. So if you are reluctant to recognize how much loH 
you have, let's say, and the generally accepted accounting princi- 
ples allow you to come to that conclusion, then you feel, well, you 
have made your best judgment. 

What we are saying is when we look at these failed banks, we 
think that that is not the right answer and that the language 
ought to be changed, and that is what we are recommending. 

Mr. Sandeks. I think you are being very generous, because if you 
asked me a question and I give you en answer that is not a com- 
pletely truthful answer, and the result of the information, or lack 
of information that I provide to you, cost you or the taxpayers sub- 
stantial sums of money, there is a problem here, and I think it is a 
deeper problem, moredly, perhaps, than you have indicated. 

Let me go on to my second question. I am deeply concerned, as 
many other Members of Congress are, that the bailouts keep easen- 
tiedly ending up, perhaps, in the deficit, to be paid back by middle- 
income, or worfcing people, or cutbacks in programs, which many of 
our citizens desperately need. 

As you may know. Senator Kerry of MaBsachusetts, Congressman 
Kennedy among others, have talked about the possibility of a two 
one-hundredths of 1 percent tax on — a Fed wire tax, on money that 
travels over the Fed wire and ship system. 

The estimate is that going that approach we could raise some $B0 
billion a year, 50 percent of that revenue being raised from foreign 
sources. 

Does that seem to you to be a feasible approach to raise the reve- 
nue that we may need as a better alternative than simplv dumping 
it into the deficit and asking working people in the midale clan to 
bail out these institutions? 

Mr. BowSHER. We have not studied that proposal, so I don't have 
an answer for that specific proposal. But I nave been concerned for 
many years now about the size of the deflcit, and this is adding to 
the size of the deficit, and I think in the long term that is a big 
worry to me, and I think that is something that needs to be ad- 
dressed. 

Mr. Sandebs. I know you have been concerned about the deficit, 
Can we get you on record now as perhaps suggesting that you 
agree with at least some of us that pay-as-you-go is a preferable ap- 
proach than simpU dumping the money into the deficit? 

Mr. BowSHEB. Well, tlw only reluctance I would have to agreeing 
to that is with the size of the recession at this point in time, and 
whether that would just add to our economic problems, but I would 
like to see us get back to a pay-as-you-go philosophy on these kinds 
of problems when they come up. 
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Mr. Sanders. Thank you very much. 

The Chairman. Mr. Duncan. 

Mr. Duncan. Thank you, Mr. Chairman. 

Mr. Bowsher, since my time is so limited, I am going to throw 
back three questions to you and let you sit back and answer. 

Number one, many economists, farm organizations, realtors, col- 
umnists say that the value of real estate and real property would 
go up if the capital gains tax was substantially reduced or lowered. 
Do you agree with that? Do you think that is true? 

Number two, what percentage of the bad loans in our Nation's 
beuiks are real estate, real property type loans, a rough guess 
anyway, if you don't know the exact percentage? 

Number three, I heard and listened with great interest to Con- 
gressman Hubbard's questions a minute ago about whether the 
banks were being overregulated. I recall some testimony from 
three Federal Reserve District presidents here a few months ago in 
which they said that the percentage of nonbank lending was grow- 
ing by leaps and bounds, particularly in recent years, and one of 
the district governors testified that in his district the percentage of 
nonbeink lending had grown from — had gone — the percentage of 
bank lending had gone down from 59 percent to 46 percent in the 
last 5 years. And right after that I asked a banker from my district 
who had been in the banking business for 25 or 80 years, what per- 
centage of loans were made by banks when he started, and he said 
it was about 95 percent. 

What these district governors said, they said that the percentage 
of nonbank lending was growing because the nonbank lenders were 
not subject to all the rules, regulations, redtape restrictions that 
the banks are, and I wonder what you think about that. 

Mr. Bowsher. All right. 

First, on the capital gains, I think you have to recognize — ^well, 
let me answer the second question first. 

About 30 percent bad loans are in real estate, roughly, is our 
best estimate. Then the first question was on the capital gains, 
would that help. 

It might help in some respects, but the one thing I think we have 
to keep in mind is that the 1981 Tax Bill that was passed, made it 
so lucrative to be in real estate that everybody got into it, you had 
all kinds of tax shelters and everything that was done. And so one 
of the problems that we are living with today, and one of the prob- 
lems that is making it so difficult for our financial institutions is 
the oversupply. So when we look at the 1986 bill, when we took 
away the advantages, you literally gave it out in 1981, you took it 
back in 1986. So I think what needs to be done is to study very 
carefully what kind of, if any, tax legislation would assist in this 
situation right now. And I don't have the answer as to whether 
capital gains would help, but I do believe that to go back to all the 
tax shelters and all the features that we had in the 1981, might 
just add to the oversupply, and that is the one thing I would cau- 
tion about in looking at it. 

But I think other people are looking at the tax area on this sub- 
ject, and I would think that there would be some things that might 
be helpful. 
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cental ssae because die cajiita] issue is the one that is dri^iiw tihe 
credit mmch, and 1 Ibink modi fike we did t^e9« «idi the TanM 
credit baikxit, wby, by oaaaag with seme money to help the cndft 
Bjrstem, it was a bog beQp in many respects. And I know there are a 
lot of peo;^ wfao don't want to cross the bridge to maybe helpiMt 
some of the institotuDS with capital ii|jectk>ns, but that is what, 1 
think, ie one of the b^ proUons that many of the institutions are 
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It has certain problems, needless to say. You don't want to do 
that onleas jrou do it very carefully and with certain safeguards. 

In other words, jnMi don't want to get back into the TorbMrance 
business, but at the same time, there might be some programs, 

The second big issue is the interstate banking. I think the div«^ 
sity of the risk, as much as this problem has gone from th« South- 
west to the Northeast, and pretty much around the country, it tttU 
sometimes hits us in a regional area, and as long aa we have our 
banking system pretty much constrained by our bankina lefttslation 
as to diversity, I think it sometimes is a problem and could he a 
problem. So interstate branching is the one issue that we recom'- 
mend that the Congress consider that the legislation did not ad~ 
dress. 

Mr. Duncan. Thank you. 

The Chairman. Mr. Flake. 

Mr. Flake. Thank you very much, Mr. Chairman. 

On page 8, Mr. Bowsher, you talk about flexible accounting rM\m, 
which result in overstated asset values, and there has been iiom« 
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discu66ion on that, both from the chairman and from other Mem- 
bers of this Congress this morning. 

Mr. Flake. One of the concerns that I have is — and you talk 
about language, some langu^e, change for the lemguage as it re- 
lates to how accountants will be able to interpret rather than using 
BO much judgment — there would, in fact, be means by which they 
could determine asset values better. 

A few days ago in New York, as they began to assess what hap- 
pened in the case of Robert Maxwell, the discovery of how much 
money had been loaned by banks to him, money that obviously was 
not supported by a creditable or stable asset base, is there a way 
for — that you can suggest to us from a language perspective of as- 
suring that there is an appropriate value given through some ac- 
counting analysis prior to such massive amounts of money being 
laid out, for which ultimately the taxpayers assume a responsibil- 
ity? I am assuming that there had to be some accounting procedure 
to try to determine worth and value. And now, upon his death, we 
discover that there really was not value. 

I mean, how does such a thing happen? Is there an accounting 
method that will allow us to solve that kind of problem? 

Mr. BowsHER. I think that the Maxwell thing, and I just know 
what I am reading, too, in the newspaper, it looks like massive 
fraud. I don't know whether it is or not, but that is what it would 
appear, and that they moved money from one entity to another. 
Whether there was one auditing firm that audited all those differ- 
ent entities or whether there were different firms, one of the rules, 
I think, in auditing that is awfully important is you have to see the 
total situation. There was a big fraud in San Diego some years ago 
where somebody was moving funds around, and they had different 
auditors. So I think what is going on with Maxwell is possibly a 
repeat of that situation. Now the auditing standards that ere in 
effect today have been improved in this country since the San 
Di^o caae. I am not sure they have been improved in some of the 
other countries overseas. 

I think the legislation that you have just passed has the reforms 
that we recommend. In other words, on the auditing side, it has the 
reforms that we recommend, and the only thing left that we see or 
the main thing left is the accounting standards. The valuation of 
the assets and, again, as I pointed out, I am hoping the private 
sector bodies can come up with the proper standards and the 
changes. If they can't, your legislation requires that the regulators 
not weaken GAAP, but strengthen GAAP, and, therefore, your leg- 
islation has a plan of action in it that should unfold here, if the 
private sector people don't do the job. 

Mr. Flake. In terms of making assumptions about whet the 
market is going to do over a given time, the time of a loan, for in- 
stance, do you think we have at this point adequate means of being 
able to direct the accounting entities within the guidelines of 
GAAP so that those assumptions are not so far overstated that 
market conditions do not lend themselves to some — as those 
market conditions change, that it is really not a lot of fluff based 
on, not really an assumption of market conditions, but in reality, a 
bank wanting to make a loan, for instance, and deciding to give an 
appearance that is not necessarily correct? 
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Mr. BowsHER. WeU, again. I think if the banks and the flnancial 
in5tituti<»is are failing that is among our bijQ:est concerns are. and 
I would hope that if we can get the standards modernised that we 
can solve nMst of this problem. 

Mr. F1.AKK. Thank you \'ery much. 

Yield back, Mr. Chairman. 

'nie Chairman. Are you through? 

Mr. Flake. Yes, I yield. 

The Chakman. Thank you. Pardon me. 

Mr. Cox. 

Mr. Cox. lliank you. Mr. Chairman. 

Mr. Bowsher, I, too, thank you for the report that you provided 
us in your testimony. You were very speciflcalty requested to cover 
two areas, and I understand that you were attempting to respond 
to the request in doing this. 

As you know, I have only been here almost a year now, and if I 
have learned anything in the process, I have discovered that, espe- 
cially here, if legislation is attempted without any real consensus 
on the ultimate goal, the pressures are such that without drawing 
people tr^^ther, even in advance of the ultimate result, you wiU 
find yourself on the floor of the House with the absolute mability 
to come up with any real language to accomplish what appeared to 
be a goal at the outset. 

There was a discussion earlier, about deposit insurance and 
about focusing on the question of the exposure of the fund to multi- 
ple accounts. That certainly is one way to take a look at limiting 
deposit insurance exposure, protecting the taxpayer in some way. 1 
have been pretty outspoken about believing that that would not ac- 
complish the goal intended, laudable though the goal is, because it 
would simply move into, if not too big to fail, into the general 
Treasury to bail out key institutions in the country as we did with 
Chrysler, 

I am wondering if, consistent with what you have looked at bo 
far, the approach of limiting the exposure to the fund by limiting 
what can be done with insured dollars is an approach that makes 
sense to you, if you have had a chance to take a look at that at all? 

Mr. Bowsher. You are addressing more the too-big-to-fail issue 
versus the narrow bank? 

Mr. Cox. I am talking about the narrow bank. 

Mr. Bowsher. The narrow bank, OK. We have not really studied 
if that is the answer. I think I did support the concept of narrowing 
down some of the guidelines on how much could be loaned that Bill 
Seidman and his people had raised, because they showed how that 
had changed from the 1970*8 to the 1980's. But, we have never 
studied the concept of the narrow bank as some people — like 1 
know one of your members here was advocating. 

Mr. Cox. Well, I guess what I am wondering about, from your 
perspective and experience and knowledge, is the problem of pro- 
jecting how many dollars are at risk, as you were asked to project 
re[>eatecUy, and about the problem of having an accounting stand- 
ard that really gives you a value from time to time to assure that 
your loan portfolio is stable and to assure that your loan loss re- 
serves are sufBcient to cover any problems that you have. From 
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the perspective of somebody who has served on the board of a 
bank, the estimate is pie in the sky, at best. 

Everybody tries, I tnink — I don t know about everybody — but we 
tried at the bank that I served, to review that loan portfolio from 
time to time. And, of course, when the examiners came into the 
bank, they forced us to take a look at their perspective on those 
loans, but it was still everyone's best guess. And if we sat around 
the table at the time of the examination discussion, a lot of times 
we changed their minds, because we heard about who the customer 
was or what they had done in the past. But, yes, this is a minor 
problem now, but we think they can overcome it, and here are the 
reasons. Then you add this unstable economy that we find our- 
selves in at this point. Those things are difficult. 

It seems to me that if we begin from a perspective of limiting 
how insured dollars can be used, we are taking a far better ap- 
proach than the approach we took this last 12 months, and I am 
just wondering in the little bit of time that is left if you could just 
comment on what you think about that. 

Mr. BowsHER. I think the problem that you have raised is an im- 
portant problem, and that is that, especially in some of the larger 
banks here, they get themselves into some businesses £md some 
loans and financial instruments. And I think one of the things that 
Wall Street did was create some of these new financial instru- 
ments, and it was very, very difficult for the board of directors and 
the officers to even understand. 

And one of the things that was fascinating, I thought, was when 
the Bank of New England went down, you had a $30 billion bank, 
but you practically had a $30 billion bank off budget, or off the bal- 
ance sheet. And that was all very exquisite swaps of currency and 
everything like that, which the Federal Reserve had to get the 
bank to unwind before you could even deal with the balance sheet. 

So that is the kind of banking that we have gotten ourselves 
into, and so I think your point is well taken. That is very difficult 
to insure, and, of course, in that case, not all of that was insured. 
But it could have ended up in the taxpayer's lap very easily. 

If, in other words, the unwinding of all that stuff off balance 
sheet had not been successfully handled, we could have hsid a 
bigger cost to the taxpayer than what we ended up with. So I think 
your point is well taken, that some of the things that we have 
gotten ourselves into are very difficult for the average director. 

I had a CEO, an old friend that I had known years ago, come to 
see me the other day. He is president of a major S&L in California, 
and he was explaining to me how some of this has changed. 

Mr. Cox, Thank you. That is very helpful. Thank you, Mr. Chair- 
man. 

The Chairman. Thank you. 

Mr. Hancock, 

Mr. Hancock. Thank you, Mr. Chairman. 

I think it was back in April or March of last year, you appeared 
before this committee. And at that time I asked you the question, if 
there was available a balance sheet, an operating stotoment on the 
RTC, or the FDIC, RTC, and what have you— I will ask that ques- 
tion. Is it available now? Do they — is there an operating statement 
and balance sheet available now? 
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Mr. BowsHEB. Yes, there is an operating statement and there are 
financial statements. But when we did the audit, we were not able, 
on the RTC, to give a clean opinion on that. We had to qualify the 
opinion on that, and so one of the big things is the uncertainty of 
the value of some of the assets and the liabilities. 

Mr. Hancock. In other words, you are sayit^ that there is a 
statement, but it is 

Mr. BowsHBS. It is one that you have to be careful of. 

Mr. Hancock. I wonder, I would like to get the — I wonder if 
somebody could arrange to get me copies of those statements. I 
would appreciate it. 

Mr. BowSHER. Sure, yes. We would be pleased to send that over 
to you, 

Mr. Hancock. Thank you very much. I will look at the state- 
ments, and then maybe I can ask some more questions. 

Mr. BowsHER. Sure. And we would be happy to send over some of 
our experts and go through it with you, if that would be helpful. 

Mr. Hancock. Thank you. That would be helpful. 

The Chairman. Thank you, Mr. Hancock, very much. 

I have a couple of questions that I think are indispensable that 
we ask at this point, because it will have everything to do with 
whatever happens here in the way of us visiting the refinancing. 

In your testimony, I believe it is on page 12, you indicate that 
the recent proposal by the administration for valuing commercifd 
real estate loans could result in banks hiding loan losses and inflat- 
ing their balance sheets. Could you please explain the administra- 
tion's plan for valuing commercial real estate loans and how the 
proposal conflicts with the accounting provisions included in the 
banking legislation? How is the administration's proposal likely to 
impact the banking examiners and external auditors who are re- 
viewing the bank's financial statement? 

I understand that next week the bank regulatory ^encies are 
conducting a joint National Examiners Conference which will in- 
clude some 500 examiners, and we have been trying to see if we 
could have a staff member of the committee, but up to now we 
have been kind of stonewalled. Will you be present? 

Mr. BowsHER. No, I don't think — I guess we have been invited. 

The Chairman. Oh, OK. Glad to hear that. The last I heard, you 
hadn't. 

Mr. BowsHER. The last I had heard, too, we hadn't. So let me do 
some checking on that. 

The Chairman. All right, sir. 

I believe in your statement on page 12, you refer to the Novem- 
ber 7, 1991, interagency policy statement on the review and cleissifi- 
cation of commercial real estate loans. And that is the re£ison for 
my question. 

Then I have a follow-up question with respect to another plan 
that is being unveiled, but perhaps maybe we ought to go one at a 
time and have your reaction to the first one. 

Mr. BowsHBR. Sure. I would like to let Don Chapin Emswer the 
question, because he is the one that has been working on this state- 
ment. 

The Chairman. Certainly. 
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Mr. Chapin. The Treasury issued this policy statement that will 
be discussed next week by the examiners. And what we read in it 
is an urging on the part of the administration to loosen rather 
than tighten the accounting rules that we are also concerned 
about. What we see in it is a reference to future values of real 
estate-based loans. All we can see from that is a desire to look at a 
recovery in a real estate market that may or may not occur. If that 
is the basis for loan valuation, then we are likely to have few losses 
recognized on a timely basis. 

So that is the fundamental concern. There is one part of it that 
is concerning us, and that is that there is a shift in the responsibil- 
ity of the examiners. The examiners are being asked in the policy 
statement to prove their positions, rather than have them accepted 
without qualification. So they, in effect, have to demonstrate that 
they are right and the banks are wrong. And when accounting 
principles are flexible, that is a very hard thing to do, Mr. Chair- 
man. 

If the regulators next week decide to follow the thrust of the 
statement, it may be that we will find ourselves with a set of regu- 
latory rules that are really contrary to the thrust of your legiua- 
tion. We hope that doesn't happen. The legislation, as you know, 
seeks to tighten accounting rules and to recognize losses early and 
to recognize the full amounts of those losses. 

So we have got something coming up here next week that iS very 
important. We will be following it very closely. And if it turns the 
wrong way, Mr. Chairman, we will be happy to come back and tell 
you about it. 

The Chairman. I will at this point ui^e you to do so. We don't 
know if they are going to extend an invitation and let our staiT be 
present. 

Mr. BowsHER. I think it is still a little unclear whether we are 
going to be there or not. We are pushing hard to be there, and 

The Chairman. When those things happen, it is a clear indica- 
tion that jiggery-pokery is about to happen, and I think that is a 
shame. I mean I think that is a terrible disservice to the national 
interests. If what we have labored here after many hearings and 
Eifter presentations on the part of everybody, including the indus- 
try, is to be undone through a flat of administrators who are trying 
to, I think, basically — I don't want to be accusatory withouU-I 
can't see any other reeison but a political reason, and I can't think 
of anything worse. 

In other words, what I think is happening here, and it is danger- 
ously near happening, is that we are getting on a policy basis £is 
far as examiners are concerned, what we saw very lamentably and 
sadly in the case of the Bank of New England and the OCC's abject 
failure there. 

So I am distressed, and I really do at this point urge you and say 
that this committee at this point — in the name of the committee, 1 
will ask that you do supply us with a report and an analysis, be- 
cause if the net result of whatever policy dictums they decide will 
undo what we have just legislated, well, then I can see there a 
gross disservice to the national interests. It is just not right. 

The other question was, the new FDIC Chairman, Mr. Taylor, ap- 
parently is considering several proposals to, in his words, better re- 
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solve the failing and the failed institutions. One such plan is a so- 
called hospital program under which regulators would nurse ailing 
bfuiks back to he^th rather than bury them. A second is open 
bank assistance where regulators would wave that wand again, like 
so many have asked the Congress to do. And we remember in 1979, 
1980, 1982, that is what we were told: You have to save the S&Ls, 
wave this meigic wand, and by definition you will resolve into a sol- 
vent institution what out in the marketplace is obviously an insol- 
vent institution. And that is what I am ^rald of here. 

Whether you call it a hospital program — I have had a lot of 
names before, but this one really beats them— open bank assistance 
where r^ulators would wave the magic wand, pump in new tax- 
payer capital to keep troubled banks running until they could be 
sold or very gently run down. 

Do you have any comments, regarding — if you have given any 
thoughts or are aware of those proposals? 

Mr. BowsHER. We are aware that there is consideration on these 
kind of proposals, and we have had just some very preliminary 
talks with both Mr. Ryan and Mr. Taylor. 

The one thing we have always cautioned is that if we go down 
that road, and there might be some reasons to go down with some 
of the institutions that way, you have to be very careful that, one, 
it is an institution that has the vitality to come back. Two, it seems 
to me that you have to have the right management in there, and if 
that means a change in management, that should be done. Three, 
that the real economic facts of that situation should be scrubbed 
very carefully so that you are not putting taxpayer money in 
thinking that it is one situation, £md it turns out to be a different 
one. 

And, as I pointed out in the Chrysler case, one lesson we learned, 
and that is that it is sometimes beneficial if the taxpayers' money 
is being put up, is to have some kind of an equity kicker like we 
had in Uie warrants with the Chrysler thing. In that case, of 
course, it worked out very well for the taxpayer. Mr. lacocca didn't 
think it worked out well, because 

The Chairman. No. He tried to have that changed. 

Mr, BowSHER. Yes, he tried to have that changed. But the war- 
rants rose in value as the Bailout Program helped Chrysler get 
back on its feet. So if you had something like that with a viable 
institution, it might make some sense, but it has to be done well 
and very carefully, and that is the advice we have been giving to 
them when they have mentioned it to us. 

The Chairman. Is it your opinion or judgment that this could be 
done administratively, or would it require congressional action, leg- 
islative action? 

Mr. BowsHBR. I Eun not sure about that. We had better check 
that out. 

Mr. Wylie. Would the chairman yield on that? 

The Chairuan. Certainly, absolutely. 

Mr. Wyue. This is a very good question, and I sort of thought 
that I might get into it myself. I think it has to do with the issue of 
whether open bank assistance could be in the form of forbearance, 
which might be done administratively, or whether it can be done in 
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the form of a bridge loan, which might also be done administrative- 

ly. 

And, in that connection, if there is some circumstance, unique 
circumstance, where this could be done, should we wipe out the 
claims of the shareholders and directors? You mentioned that there 
ought to be a change in mam^ement. 

Mr. BowsHEH. That is one of the big issues I think you have to 
look through, and it has to be done on a case-by-case basis as to 
what is the result for the stockholders, too. Generally in these 
cases you ask everybody to make a contribution somehow. 

Mr. Wylie. Sure. 

Mr. BowsHES. And you try to avoid wiping out every class. But 
at some point, in some cases sometimes that is what happens, or 
sometimes the value goes down so low. But in some of those bail- 
outs, of course, the value came back. So it is something that you 
have to look at very, very carefully. 

The Chairman. I know that in both FIRREA and in the bill that 
was passed on November 27, we provide, in fact we had a specific 
section in which the r^ulator would have and is empowered to act 
in a way as to give a space of time of, I believe, if I remember cor- 
rectly, until 1^5, for the institution that the r^ulator would 
define as inherently able to work out of its dilemma and present a 
plan. 

I know we provided that in FIRREA, but I don't know to what 
extent the administrators have carried it out in the first case. Of 
course, in the second case, the President still has to sign the bill for 
it to be effective. But we did recognize that. 

I do think there would be areas in which if there is no manage- 
ment problem and the institution otherwise has a vigorous record, 
until our present general economic situation presented itself, and 
stockholders wished to invest, I can see where there ought to be 
some discretion there. But I don't know to what extent the new 
FDIC Chairman is planning; I don't think the details have been 
filled in. I just thought I would ask that question, generally. 

Mr. BowsHER. Yes. 

The Chairman. As to ELCcounting standards, I am going to ask 
the indulgence again, of my colleagues here. The reason I £im sensi- 
tive is that back in 1%7, I discovered what was then known as the 
Renegotiation Bofud. This was a board that had been founded since 
about after the war, the Korean war, and it was mostly really set 
up by then Chairman Vinson of the Armed Services Committee 
who saved it, and Secretary Forrestal, the first Secretary. 

And in 1967, we had these awesome figures showing that an at- 
tempt was being made to get rid of the board. It was the only pro- 
tection the taxpayers had had, both during the war emd after the 
war, against what was known in the good old days when straight 
talk was the thing, as war profiteering but which was defined eu- 
phemistically as excess profits. 

So I made a couple of speeches on the House floor, and at that 
time, it was under the jurisdiction of the Ways and Means Commit- 
tee. When I spoke to Chairman Mills, he didn't even realize they 
had jurisdiction on the board. They hadn't had hearings or any- 
thing. 
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As a icsuh, one of your laedecesBors. Comptroller Staata 

Mr. BowBBca. Sta^, yes. 

The Cbaomas. And Chairman Proxmire— or rathei^-we^l, he 
was diairman of the s o hoommi ttee. Senator Proinnire, Admiral 
Ridover, and I one day were brought over to GAO and had « big 
picture taken becaose we bad giveai birth to the National Uniform 
Acconnting Standards Board. My question is, what has happened to 
that board? 

Mr. BowsmoL Well, it was put out of tnisiness by the Congress in 
1980, if my year is right here. It was the Ai^ropriations Committee 
th^ did not fund it. 

The C^AlMAN. l^iat is right 

Mr. BowtHUOL And it literally went out of business for about, oh, 
I am going to guess 4 or 5 years; tind then it was recreated over in 
the executive branch. And it is in being now under 0MB. And it 
was the Cost Accounting Standards Board, is what it was. 

Ihe Chaikman. Yes, mostly. 

Mr. BowsHER. And so it weis looking at the cost accounting 
standards primarily in the defense industry but was also used by 
some of the other groups. And they today have adopted standards 
that they originally had put, and I think Uiey are just getting starts 
ed again. So that is what has happened to them. 

The Chairman. I didn't know if one had given birth to the other 
to the private 

Mr. BowsHER. No. The private one, it goes back to the Securities 
Act of 1933 and 1934, 

The Chairman. Oh, OK. All right. 

Mr. BowsHER. And at that time, the SEC delegated it to the pri- 
vate sector, emd the private sector has had a, one form or another 
of a standard-setting mechanism, and they have it today. It In 
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known as the Financial Accounting Standards Board. But it has to 
report to the SEC the results of their standard setting to the SEC. 

The Chairman. Well, I think essentially that is still — we have 
known all along that bank prolits, for instance, were really arti- 
facts, accounting artifacts. We have known that, even we experts. 
But you know, how do you get at this today, I think 

Mr. BowsHER. One of the histories of that is, Mr. Chairman, is 
that when the SEC was created and you tried to achieve better ac- 
counting in this country after the 1929 stock market crtush, the b^ 
emphasis was on the industrial companies, the big manufacturing, 
merchandizing companies, and things like that. And the industries 
that had government oversight like the railroads, and the banks, 
said they shouldn't come under that effort because they were al- 
ready reviewed by the examiners from the government. They have 
a chief accountant at the regulatory group, and so they didn't get 
the same improvement, is the way I see it. 

And, of course, we found that out when the Penn Central 
crashed with the railroads in the early 1970's, and I think right 
now we are starting to look at the banking standards for the first 
time in many years. In other words, I think this is long overdue, 
and 1 think your legislation now forces the issue. In other words, 
some of us have been recommending that it be done, but I think 
your legislation now forces the issue in the next 12 months. 

The Chairman. Well, I wanted the record to show that it was 
your work and your definitions and your standards and your rec- 
ommendations that made it possible for us to legislate. Otherwise 
we couldn't have. 

Mr. MoRAN. Would the chairman yield for a second? 

The Chairman. Certainly. 

Mr. MoRAN. Mr. Chairman, my very first job in the Federal Gov- 
ernment was to update that Cost Accounting Standards Manual. 
That was the toughest and most boring job I have ever had, and I 
always wondered who was responsible for that. So I appreciate 
your sharing that history with me, Mr. Chairman. 

The Chairman. Well, it — it was sort of an up-hill battle all along; 
but it wEus a shame too, because it was the only handle that the 
people really had for their protection from excesses. And once that 
was gone, I think it was after its elimination, that is, the Renegoti- 
ation Board's elimination, that you heard about the $7,000 hammer 
and the $7,000 toilet seat and that kind of stuff. But it does come 
down to accounting and standards of veracity, I guess you would 
say. 

But I have one more request, but I am going to state it here and 
then submit it in writii^, and that is the loss experience of FDIC 
with respect to resolved troubled institutions. What are the histori- 
cal losses? Is the loss experience changing? What factors such as 
asset mix and the economy affect the loss experience? And m ayb e, 
if possible, we could have a table of the loss experience of the FT}IC 
for the past 5 years. 

Mr. BowsHER. Yes. 

The Chairman. That will be very helpful. 

The Chairman. Mr. Wylie. 

Mr. Wylie. Mr. Chairman, thank you. Just one final question. 
This is ancillary, but I think a related question; and it is one that I 
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get more than any other right now, probably due to my position on 
the Banking Committee, but it h2is to do with the credit crunch. 

And my question is, what can regulators or we as legislators do 
to help alleviate the credit crunch? That may be a little bit ancil- 
lary to your position, except that some of the banks have recom- 
mended a procedure called loan splitting to help them in this — on 
this issue, and I think that you have commented on that particular 
subject of loan splitting. So, given your comment on loan splitting 
and what can we do about the credit crunch, would you care to 
comment, sir? 

Mr. BowsHER. The loan splitting is something that worried us 
when it was put out, and we said it had to be done right or you 
could get yourself into more forbearance and go down the route of 
the S&L. Of course, that is what Mr. White was writing his op-ed 
piece on at the time. 

If you were to come up with a proper reserve for the good part of 
the loan, then maybe the system, the loan-splitting feature would 
work. But unless you do that, what it could be, it could be some- 
thing that could be abused. So we did go in writing at the time, we 
would be more than willing to share our letter that I believe I sent 
to the Secretary of the Treasury at that time on that issue, Mr. 
Wylie. 

Mr. Wyue. Well, OK. I would be glad to see that. 

Mr. Wyue. And as you say, it can be abused, and perhaps it can. 
But on the other hand, is it possible that this could be a way to 
make more credit available? 

Mr. BowSHER. Well, again, I think that what they are trying to 
do there is if it is done right, it might be helpful. If it is done 
wrong, you might make credit available, but you might be getting 
your institutions in deeper trouble. 

And I think maybe the better answer is to go back and look more 
at what are the capital needs and how big of a problem do we have. 

Mr. Wyue. Generally, would you have any recommendation on 
the credit crunch? 

Mr. BowsHER. Yes. I would look at the capital needs. In other 
words, I would really see just how serious is the situation and do 
we need some kind of a program to help some of the institutions 
with their capital needs. 

Mr. Wylie. OK. Thank you. 

Thank you, Mr. Chairman. 

The Chairman. Mr. Moran. 

Mr. Mohan. Thank you, Mr. Chairman. To follow-up on Mr. 
Wylie's line of questioning, talk on loan splitting a bit. If a bank 
securitizes its loan, say, sells 90 percent of its loan, it still has to 
retain a reserve for 100 percent of that loan, even though the bank 
or whoever picked up 90 percent of it, has to retain a reserve for 
that portion of it. So you are multiplying the reserve necessary to 
retain the loan. 

Why — wouldn't it make more sense if a bank was responsible, 
perhaps not for just the 10 percent of the loan that was securitized, 
but for something in between 100 percent and the actual amount of 
the loan that it is directly responsible for? And if you could do 
that, it seems to me that that might help with our assessments of a 
bank's solvency. 
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Mr. Chapin. Mr. Moran, I will try to add something to the pic- 
ture on that. If the original bank retains the full risk loss on a loan 
that is split with another institution, then it has to consider the 
possibility that that loan is going to come back to them, and they 
are going to have to take up the loss. But it would be wrong of 
them to ignore the fact that the first institution is undertaking cer- 
tain responsibilities for those losses, if, in fact, the buying institu- 
tion does accept some responsibility. 

So it is a matter of judgment. I don't believe there are any par- 
ticular rules that would require the first institution to set up the 
full amount of reserve, if it doesn't have the full responsibility for 
loss. 

Mr. Moran. I completely agree with what you stated, but the 
regulators are requiring 100 percent of reserve to be set aside for 
the loan that has been securitized, for which another institution is 
partially responsible. 

Mr. BowsHER. If you could give us some examples of that, and we 
would be willing to look into it and study it further. 

Mr. Moran. Let's do that for the record, rather than take up 
people's time now. 

Let me follow-up on some of the creative ideas that were men- 
tioned prior to the loan-splitting issue, and I want to partially ad- 
dress this to the Chair and ranking Member of the committee, as 
well. Would it not be possible to look at the roughly |150 billion 
that the RTC has of assets and perhaps provide those assets to sal- 
vageable banks in return for, say, preferred stock that the Federal 
Government would hold, and thus get interest on that stock, which 
could eventually, once the bank — once we got out of this recession 
and the bank got on its feet could buy back from the Federal Gov- 
ernment? But certainly you would be making a loan of the assets 
we have in the RTC to the salvageable banks, where you have 
stated repeatedly in today's testimony and previously what we 
need is a way to provide more capital reserves, particularly to our 
strong banks. 

We have the largest capiteil reserve we have ever had here of 
almost $150 billion of assets that might be available for that pur- 
pose. Is that not something that we might be able to explore? 

Mr. BowsHER. I think you might be better off to work it with ex- 
isting banks that might be in some trouble, because you have to 
consider a lot of the property that we have in the RTC is property 
that has some trouble. The other thing is to work out some kind of 
an arrangement with their contracts so that you are asking some 
of the big institutions to really liquidate those assets on a fee basis 
and things like that. 

So I think that they are trying to do something like that, but 
they are not using it 2is capital. In other words, they are not trans- 
ferring it over; they are asking some of the institutions to work the 
problem, you might say, on a fee b2isis. Wouldn't that be right? 

Mr. FcxiEL. Yes. 

Mr. Moran. Only about 15 percent of the RTC's $150 billion is 
actually real estate. 

Mr. BowsHER. Yes. 
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Mr. MoRAN. We do have a lot of very solid liquid assets there 
that they fire holding up £is incentives to get rid of some of the 
worst property. But that may have a higher use. 

Mr. BowsHER. Let me ask my people to give that some thought. 

Mr. MoRAN. Would you? I would really appreciate you looking 
into that possibility. 

Mr. BowsHER. Yes. 

Mr. MoEAN. Thank you. 

I have one other thing. Can I throw this in? I have a situation 
with a bank that is just about to go under. I think we are going — it 
is a large one in this area. We are probably going to lose it before 
the end of the year. And one of the things that happened that was 
really the last straw, that broke its back, is that the regulators 
would not allow it to go into the market and buy back its debt in- 
struments. It had the cash. If it had been able to use that cash and 
go out and buy its debt which was then at 30 to 40 percent of value 
because the market had assumed that the bank was weak, it would 
have substantially reduced the cash-flow it was having to pay out 
every month on that debt, and it might have made it. But the regu- 
lators would not allow it to use its cash to go in to buy back the 
debt and thus reduce its current liabilities. 

Now, do you think that — is that consistent with proper regula- 
tory practice? Again, is this something that might be brought into 
the judgment area? 

Nlr. BowsHER. We would have to look at all the facts on that sit- 
uation. 

Mr. MoRAN. Sure. 

Mr. BowSHER. And we have not been involved in any one bank 
decision. 

Mr. MoRAN. I understand. Is that common practice, to preclude 
banks going in and buying back their debt instruments and thus 
relieve their current liabilities? 

Mr. BowsHER. I just don't know the answer to that, Congress- 
man. 

Mr. Mohan. All right. Well, my time has now expired. 

Thank you, Mr. Chairman. 

The Chairman. That is an interesting question. I don't know — it 
just seems — but then it would be a pony-back opinion. What I did 
want to point out, you know, the Fed since last year, September, 
has done everything it possibly can. Maybe some people say it 
could still reduce interest rates, 1 don't know. It has done quite a 
bit of that. September of last year it moved that 3 percent reserve, 
the main purpose being, as all the actions taken subsequently, in 
the name of easing the credit crunch. 

But if you look at where the money is — the banks can borrow 
from the Fed at a good rate right now. Where is it going? Well, just 
in 1 year's time, you had about $49 billion of that bank's invest- 
ments going into government securities. And where else? Into the 
securitized mortgages, Fannie Mae and the like. 

TTie reason is simple. If you borrow at 4 percent and you can 
invest and get a return of 10 percent, well, that is what you are 
going to do. You are not going to lend it out to the little business- 
man around the corner. That is what happened in the Depression. 
That is what happened in 1929. The banks were borrowing from 
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the Fed at 4 percent. Where were they putting their money? In the 
stock market where they were getting 12 percent. It means they 
cleaned up 7 percent. 

As to the properties in the RTC, and I guess FDIC, what you 
have by now in the RTC, the best has already been sold; it has al- 
ready been cleaned off. What you have now, as the Comptroller 
stated, the more difficult valued property to get rid of. And I think, 
though, that your suggestions, I will be interested when you get the 
reply and knowing the Comptroller's opinion on that. But I want to 
thank you very much for your attendance and your questions. 

Mr. Wylie, thank you for your help. 

Mr. Comptroller and Mr. Chapin and Mr. Fogel, once again, 
thank you very much. 

Mr. BowsHER. Thank you very much. 

The Chairman. And the committee will stand adjourned until 
further call of the Chair. 

[Whereupon, at 12:45 p.m., the hearing was adjourned, subject to 
the call of the Chair.] 
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After a full year of hearincis and debat*, S. 543, th« "PDIC 
iMprovenent Act of 1991" was passed in the final hours of the 
first session oC lOZnd Conqress. Hithin 3 days of its passage, 
Charles Bowsher, Comptroller General at the General Accounting 
Office (GAO), stated that the $70 billion the Congress had 
earnarked for the FDIC is insufficient and could be depleted 
entirely by the failure of one larqe bank. Hr. Bowsher also said 
that bank's were continuing to us* accounting nethods that nasked 
their true condition, thus concealing potential losses that could 
wipe out the Bank Insurance Fund, or BIF. 

If ths GAO had told the menbera of the House and Senate 
Banking Comlttaes that the FDIC could require a larger loan froH 
the U.S. Treasury than $10 billion, and that the strict 
accounting provisions Included in S. 543 at the urging of the CAO 
needed to be strengthened, I have no doubt that the Conferees 
would have worked to Include these changes in the package that 
has been sent to the President's desk for his signature. 

All of us agree that delay in resolving failed Institutions 
only Increases the cost — that Is why it is so vital that there 
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ara ample fund* to deal pronptly and decisively with failed 
banks. If the tunda are inadequate, if there is any doubt, we 
need to know. Our responsibility la very great; we nust exercise 
It with the utnoat care. 

I have asked Hr. Bowsher to testify here today so that the 
Connlttee can haar first hand his concerns about the adequacy of 
S. 543. 
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Hr. Chalnan and Hmber* ot ths CoiHltCM: 

He appraclats cha opportunity ta appaar before you today to 
dlBcuii tha cmvrahantlve Deposit insurance Refocn and Taxpayer 
Protection Act of 1991 recently pasied by the Congreas. 

Th* leqlBlatlon contains tha accounting, auditing, and 
regulatory ceforaa that are critically needed lafeguarda. Ai we 
have atated on aany occaalona over tha laat several years, thay are 
essential In order to strengthen the safety and loundnass of the 
banking industry, and provide regulators a Bora accurate early 
warning of aaarglng problae 



Since 1990, when wa reported on the precarloua condition ol 
the Bank Insurance Fund, we have supported funding for tha 
insurance fund to enable the regulators to resolve probla> 
institutions In a tlaely Manner. Tha legislation was tha 
culalnatlon of aany Bonths of hard work on the part of chalnan 
oonialez, Hr. wylia, and other Beaber* at this cosNtttee, as wall 
as tha leadership and SMBberBhlp of the Senate Banking Coaaittee. 
You are to be criwsnded for your leadership in passing a bill that 
(1) provides tha (TO billion requaatad by the adMlnlatratlon, and 
<2] provides for sound corporate governance and strengthened 
regulatory oversight of the banking industry. 

As •peclfically requested In your latter, tha testiaony today 
will address ay views on two critical co^onents of tha 
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taqlalatIon--tlia laval of funding tha bill pravidai for th« Bank 
> Fund and the accounting ratonu. I want to dlipal any 
I that we are critical ot thaaa provlalona. 



Funding Provldad for The 
Bank Inauranea Fund 



I lagltlatlon provides the Fund with approxlmataly t70 
In borrowing authority to resolve problem Inatitutloni. 01 
>unt, |30 billion la to be provided for loaaaa incurred by 



the Fund In caaolvlng troubled 
by the banking Induatry over a 
aaaeaananta. The other tiO bll 
capital needs ot the Fund, and 
the aele of asseta of failed ii 
needed to allow the regulators 



.natltutlons, which Is to be repaid 
.S year period thcough premlusi 
in Is to ba provided foe working 
expected to be racovared through 
tutions. These funds ace clearly 
act quickly and decisively to 
prevent the ulclaate cost to the 



Fund tcoa bank failures froa escalating. The Fund's 
reported by FDIC to ba about 12.4 billion as of Saptanber 30, 1991. 
Thus, the funding provided under the legislation for the inaurance 
fund was absolutely aaaantlal to ensure that the regulators are not 
delayed In resolving problem Institutions. 



« tlae, we ell cecognlie that there are signl: 
ties affecting estimates ot funding needs, 
these concacns In September 1990, when we provldad Congress 
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warning that tti* Bank Inauranc* Fund was claarly In troubla'. Our 
April, August, and Hovaabar 1991 caporta and taatlaonlaa' alao 
dtacuBsad thaaa concacna. Ragardlng funding neada, tfa dlacloaad 
that the Fund's rasecveB at Dacaabar 31, 1990. vara dangaroualy 
low, and that tha Fund In all likelihood would ba Inaolvant by 
Daceabac 31, 1991. He alao reported chat the Fund faced coats froB 
bank failures over the next 1 to 3 years of at leaat |3I billion. 
Additionally, wa dlscloawJ that the Fund faced a algnlficant 
■hoctaga of working capital to finance bank resolutions. FDIC's 
noat recant baseline projection raflacta astlaatad costs of t33 
billion aaaociated with axpactad bank fallurea, and is similar to 
our estlBacea of the Blniaua identifiable costs the Fund will 
incur. FDIC also projected a aora paasialstic estlaate of 143 
billion In costs froa bank failures If tha nation exparlancaa a 
prolonged recession. 

Both we and FDIC have stated that these eatlnatea are sublact 
to significant uncartaintlas. Because of these uncertalntiaa , both 
seta of estleates could undaratate the ultimate costs to the Fund 
fron bank failures. Aa we stated In our report on tb* results of 
our audit of the Bank Insurance Fund's 1990 financial stateaantsi 



_tasiii 



Insurance Fund and the Reaolutlon Trust Corporation |CA0/Ana)-91- 

90, August 22, 1991), and flnanp^^l Audit! Bank Insurance Fund's 

1990 and 1989 Financial Statements (aAO/Ana>-91-3t , Kovamber 13, 
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—ntm Coofnas la cooaidarinq laglalatlon that Hoold 
incraaaa ntC'a bonoHlng aaUMrltr for tha mad ta 
■gproalaaf ly (70 bllllcHii tlw nact feaat rlapanrl I itg <» 
tb* affact of ■ fonaola for llBlclng Uw Pond'a 
ovtstABdtBg obllgatloos. MowaT ar , tha aaooat of fowta 
Utat will Dltlaataly ba aiidad to raaol** falllag 
InatiCatlona daivBda on comnt and fntnz* acoiaislc 
coBdltloaa, and ^tf thna ba algnlflcantly hl^ur thaa Cha 
ameaat. at taaUm FDIC a 
laqlalBCloa- * 



Otbor factors, aoch aa tha oaiaaffly af coaaarclal raal 
aacata, and tba quality af tlaan^lal raporta ptapazad by bank 
■anaqaaanc, nay alao algnlflcaatly affact tba accazacy of aatlaataa 
of funding naada. rinally, elm onazpactad collapaa gf any ooa 
■ajor bankliig InaclCotloa aoc praaanCly Inclodad In any of tba 
•atlnataa of projaccad fallnroa coold algnlflcaatly lacraaaa Um 
■aoant of tandlng aaidad to laaolia problaa lastltatldaa. 

Oar aatl^itaa, and tboaa of FDIC, aaa blatorlcal loaa rataa 
axparlaocad by rDIC In raaolvlng paat txooblad laatltstloaa to 
projact astlnatad cgau of tatora bank fallnraa. Boimar, vaa of 
hlitoTlcal loaa rataa faila to eoaaldar tha affacta of corxaBk aad 
(Dtora aranta Hhlch could raodar paat axparlanca oa bank tallax* 
and aaalatanea tranaactlocia Tlrtoally ^aiiliiijliaa For aaaaftia, 
loaa cataa beaad on S- to lO-yaar blstorlcal aiparlanca do not taba 
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into account the significant cluinq* in th« coapoaltlon of the 
banking industry's loan portfolio. Throughout tha latter half of 
the 19B0B, bank lending practices shitted toward riskier landing 
strategies that aay draaatlcally increase the costs asaoeiatad witti 
future bank failures. 



Ically-drlven loss estiBatas also do not take Into 
consideration the severe econoalc deterioration that has occurred 
in nany parts of the coanerY- Further, they do not consider the 
iaipllcatlona of the traBandous grovth In the level of govemaent- 
held assets that has occurred Just within tha past two years on the 
ultinata coat of bank failure*. The significant ovarbuilding of 
crj—srclal properties that occurred in the 19S0s resulted in a 
large oversupply of coaatercial properties and. conseiiuantly, a 
severe sluap In the conaerclal real estate narket that nany 
econonists and business leaders now estlaate will take nany years 



Additionally, the continuing high levels of bank failures and 
the resolution of hundrada of Insolvent thrift institutions by tha 
Raiolutlon Trust Corporation (RTC), has led to a treaendoue 
oversupply of governBent owned assets on the Barkatplaca. This 
oversupply could severely hinder roiC's ability to generate 
recoveries on future asset sales, thus substantially increasing tha 
Bank Inauranca Fund'! ultlaate coat of resolving proble> 
Institutions . 
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Another factor limiting the adequacy of any l09S estinatlon 
process is the quality of the call report data the banks peepare 
tor the regulators. Like FDIC, we used Information fron quarterly 
call reports extensively in our analysis of the financial condition 
of banks. Hhlle we did not revlev the overall quality of call 
reports, we found exanples of Inaccuracies in the call report data 
for a number of these banks, in addition, we have notad that 
esaailnara hava cited daClcienciea In bank call reports. For 
axanpla. In our study of 39 larga banks' which failed In 19SS and 
l!ie9, wa found that ragulatora cited Inadequate n 
reported In the call raports of 31 o( the 39 banki 
these understatements and their impact on the Insticut; 
financial condition varied, but we found that some ol 
classifications the examiners recommended would hava 
altered the reported financial condition of tha Inst. 



ignif leant ly 



Bacause a bank's financial reports do not always reflect It* 
true financial condition, the institutions we ravlewed nay ba In a 
mora severely deteriorated financial condition than we reported. 
Additionally, Institutions not identified as problem banks by the 
regulators may. In fact, be in poor financial condition. The 
questionable quality of financial Inforaatlon reported by banks 
could thus result in our Iobb estlmatas, and those of FDIC, 
significantly understating the loss expoiurs facing tha Fund. 
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Tha adBlnlatratlon'a tundlng raqusst, which 
full In tha banking laglalatlon, was basad on ast 
outlaya and coats aaaoclatad with Instltatlons thi 
will fall or raqulra aaalatanca through Dacaaiber 
FDIC Chalr>an racantly statad In a hearing bafora 
Banking Coaailttaa that no large "oagabanks" wara 
funding aatliiataB. While we are not saying that 
■onay center bank la on the verge of falling, thi 
quality ot bank call report data, coupled with del 
existing accounting standards, provides the poteni 
bank to unexpectedly require assistance. If thli 
the level of funding provided In the leglalatlon 
aufflclent to resolve the Institution and thoaa < 
the regulators have projected will require aaalsti 
and the end ot 1993. 



was provided In 

FDIC ballevea 
1, 1993. The 
the Senate 
.ncluded In the 
ly particular 
[uastlonabla 



^lea In 



ry, the funding authority provided by the banking 
legislation is absolutely easentlal and we firaly support it. 
Also, it is not a crittclsa to recognize that the ultinata funding 
needed to reaolve the troubled sector of the bonking induatcy la 
unkiunm due Co the econoBtc and accounting uncertainties I have 
discussed. 
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Accounting Rulea Enable 
Banfc» to conceal 



I would now like to anBuec Che aecond qoeatlon yon aakad ■• to 
address --what additional accounting refocaa do I bsllera are 
necessary bat ware not addraaaad by Congress In the banking 
leglBlatton. I beliar* the accounting Eeforas provided by the 
legislation are indeed responaive to the findings of our April 1991 
report on the 39 failed banks- In fact, the tiaing and thraat of 
the legislation provides the fraaework to deal with the concinning 
problaa of flawed accounting rules that allow banks to conceal loan 



The private atandard- setting bodies 
specific flawed accounting rules that we have identified. It is in 
this context that I have been publicly stating that it is 
critically li^ortant for the accounting standard -setting bodies to 
change accounting mlaa ho they aora accorately reflect the troa 
(Inanclal health of banks. 

AS you know, our study of the 39 tailed banks showed tbat call 
reports subaitted by the banks prior to their faiinra did not 
provide regnletors with advance warning of the true ■sqnitnde of 
the deterioration in the banks' financial couUtloa and 
partotaence. Asset valuations established by FDIC after these 
banks failed showwl that eddltional loas 
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^HnK at ««.-4 *lXUn on aMMd Co Mtteoc Um fair «oloo 
e ^^mm, in adMir «««■■. 47.3 kUllon In laiiL «o1dm au^y 



d *r **w ntlC'a laitaii a 



■Mil aaaafiaaBta' la^ z^i^mb aBfelaakaa ii w paxporMd to 
h>«B kaan ^Mb in a m i n^M ttiOt ^ m im^ mXly aooaptoa accoontlng 
pciaclvl»- *M kaliaiB ttat cte aaaamttiaq zuloa foe >aapar(^[Blng 
aaaa«a — iamtm mm yatplag aawM am ta>U ac4«lNal «a«U*K«al t*nN 



tfeay aUaw aad: BBaavBaBt «oo aaGli laUcoOa t> witM to 
kavH* and .la dWMaiMiali^ oazzTiav iMDonta toe ti^icwd 
Baak aaaasBaBt kaa a alrp«t laoaaUva «« ««• tMa 

■ In aocoawtiwg nla* «a aalay loaa fcaaaltlow aa long •■ 
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poaslbla and avoid racoqnlzlng daccoaseB Iron tilatorlcal cost to 
mackAt value bacause o( Ch« advacaa uttact thla ha* on a bank's 
XBpoTt*d linanclal condition. Aaavt wrlta-downa add to bank 
BKpanaaa and raduca bank capital. A bank'a capital la the critical 
naaaura of tta ability to abaorb loan loaaea. 

The daflnltion o( falc naEkat valua In tha accounting 
Btandarda la another araa ot flaxlbla accounting lulaa that can 
raault In ovaratsted asaet valuaa. Bxlatlng accounting rulaa 
perait tha uaa of talr narkat valuaa based upon asaumptlons of a 
ao-called "noraal Markat" and one uhara tha aallar la not coaipellad 
to sail. Thaae aaaunptlona are frequently not usable when a bank 
Is eitperlanclng financial dlfftculttea and when regulators are 
required to dispoaa at a tailed bank'a aaaat*. Aa a rule, 
regulator* dlapoaa at tailed bank's aaaeta under axlatlng aarket 
conditions, which result in «uch lower talr Barkat value* than 
those that reault troB using the hypothetical fair Market value 
definition In existing accounting standaida. 

An effective early mrnlng systea is paramount for regulating 
financial institution* and tor deteralnlng aa accurate eatiaate of 
the Bank Insurance Fund'* needs. Hithout accounting rulea that 
generat* realistic aaaet valuea. It is Iqmasible to know the true 
worth ot a financial institution and also ia|iosslble to have an 
effective regulatory early [warning ayatea [i.e. the 'tripiftcea" 



)vGoo'^lc 



]ust enactad) for financial Inatltutlona . Tha kay to Buccaaaful 
bank lagulaclon la knowing what banks aca eaally worth. 

As part of tha aolutlon for making the aarly warning ayataa 
nore stfactivs, wa racoHnanded in our 39 Zailad banka raport that 
the accounting atandard-aetting bodlaa — the Financial Accounting 
standarda Board (FASB) and tha Aoarican Inatieuta of certiftad 
Public Accountanta (AICPA) — ahould ravlaa accounting princlplea for 
Identifying and ■eaaurlng Iobb contingenciea ao that tha value of 
bank*' probl«n asaats la proaptly racognliad baaad on sKlating 
aarket condltlona. Alao, wa roconotanded chat If the accounting 
atandard-aetting bodlaa ara unable to raaolva tha iaaua during 
1991, they ahould notify the appropriate regulatory bodiea for 
dapoaitocy Inatltutlona. fn tlw absenca of proiqit reaolutlon of 
the above concerna by the accounting rulea aettlng cowMinlty, we 
recoaaended that the FDIC, the Office of the Coo^troller of tha 
Currency, and the Federal Raaerve Board proaulgata accounting 
atandarda for financial tnatltatlona along the linea we 



In other worda, I balieva that tha authoritlea who aet 
accounting rulat tor tha petvata aactor ihould ba given the 
opportunity to work out a aolution to tha need for better 
accounting rulea. Thla paat year, we have been working vary h 
with the FASB and othera to tighten up the accounting rulea. 
that reapect, I would Ilka to aubmlt (or the record sooe of ou 
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latters and proposals. Raachlng eonseiMus on accounclng lulas Is 
nuch lika enacting legislation: It Is a dltdeult procaas with 
■uiny Interests to be heard Croa. We are continuing to woch with 
th* FASB and expect to know their intention* within the next tew 
nontha. It the accounting standard aettlng bodies are unable to 
arrive at an acceptable solution, then the banking retom 
legislation provides the appropriate charge to the regulators to 
adopt accounting mlaa that will provide for accurate financial 
reporting and disclosures. 

Unfortunately, the aconovy continues to falter and the 
congress and the regulators, now sore than ever, need reliable 
financial data, in that respect, I &■ concerned that the 
Noveaber T, 1991, Interagenev Policy Statenant on the Review and 
ctaaaiflcatlon of Coaaerclal Real, Estate Loana say seriously add to 
the problsa of unrsllable financial data by allowing real estate 
•valuations that hide loan lossaa. we have concerns that too auch 
•■phasis Is being placed on the return to "nomal' condition* in 
depressed real estate market*, with little eaiphasi* on curceat 
■arket condition* — the vary condition we found in our study of 39 
tailed bank*, k* a result, there will be aor* bank* failing 
without reaaonable warning, the extent of losses will be hl<Men, 
and the regulatory process will be severely haapered. 

further, the interagency policy stateaent seeaa to place aore 
of a burden on the exoalner who disagrees with judgeaents by bsnks 
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In t 



Id and on the amount of nacesaary 
paat, tha Independent Judgaoent 
of the exaalner United the discretion of banka In inteEprsting 
accounting rules. The policy atatesent appaars to Halt the 
exaailner's right to exarclaa his beat Judgaiwnt. It hsa been the 
Intention for tha eitamlner to b« s prlnary force preventing the 
■anlpulation of accounting to conceal loaeaa and rieka. If that 
(orce la handcuffed, the effectiveness of Independent public 
accountants auditing financial atataaants will also be Halted. 
They will ba In a vary difficult position to argua for 
levels that differ froa those accepted by axaalnars. 



He believe Chat the Interagency policy statasent is at odds 
with the objectives of accounting princlplee for financial 



institutions 
accounting pr: 



a bonking retora lagislatloni 



financial statenents and reports of condition 
iccurately reflect the capital of such institutions. 



tate effective supervision o( the Institutions, and 



preapt corrective action to reaolva the 
.utlons at the least cost to tha inaacanc* funds. 
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Tha ragulBtors will hold b meeting of sBnlD 
iBBbac 16 and IT to reviev tho Interagency policy a 
11 b* Intacestad to aaa how the regulatOEB reaolve the apparent 
lemma of conflicting direction (ran tha adcilnlBtratlon and the 
:antly paased bank legislation. 

A» a further observation, a March 21, 1991, op-ed piece 
1 by Lawrence J. Hhlce, a fozaer Fwleral Hoata Loan Bank Boarc 
meaber, for the Wall street Journal la very inalghtful . He wrote 
the article In raaponae to the adalnistratlon's loan-splitting 



"Tan years ago. In response to siallar pressures, the SSL 
regulators began their narch down the sane road of accounting 
forbearance. Neak or insolvent thrifts ware nade healthy on paper. 
Hundreds of SCLa took advantage of these falas appearances to 'grow 
their way out of their probleaB.' Ha now know the horrendous costs 
of that escapade." Hr. Hhlte want on to sey> 

"Tha regulators should face up to reality and require the 
wrltadowna that would bring banks' assets closer to current aarket 
values. Hore banks would be shown to ba Insolvent Or close to 
Insolvency. But that Is tha truth that tha aarkets hsv* been 
trying to tall tha ragulstors." 



)vGoo'^lc 



Mr. ChaliBsn, tha nation n*«d> to know the fact«. It tha real 
•conoMlc facts show a larger problea, the leaders of governaent and 
the private sector should provide progran initiatives to deal with 
those probleas. I would Ilka to again ^4)haalze that the 
accounting and auditing ceforHa and Che funding authority for the 
Bank insurance Fund provided by the banking isglalatlon through the 
diligent eftorta ot this co^lttee end the Senate Banking Co^ittee 
are without question responsive to our recoaaendetlons • This 
concludes ay prepared stateaant. I would be pleased to answer any 
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Decambac 1991 
This SCatencnt supecsedes FASB 5, ILccoiinting foe 
Contingencies, adopted Natch 197$, by removing 

others, and itandby letters of credit as listed in patagcaph 4 
from the scope oC that Statement. Recant failures a£ a 
numbet of financial institutions have caused concern about 
the effectiveness of the accounting principles included in 
FASB 5. relative to the allowance for credit losses for 

FASB 5 has been criticized by the General Accounting Office 
and others as providing financial institution management too 
ouch latitude in tecagnizing and valuing troubled assets. The 
ptroblen cited by the Genetal Accounting Office may also affect 
othar industries. In many industries credit risks have 
increased as business practices have changed since CASB 5 was 
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■doptad. A> financial lavacaqe has lignlf Icantly Incraaiad 
the axpoauis ol busineas to inaolvancy, cenauad aaphaBlB la 
baing plaead on the quality of the balanca aheae and tha 
valuation of recalvabla* and othac a«aats antecin^ into tha 
normal bu«inaas cycla. 



tha Boacd hai daclded that allowanca foe 

Coi tacaivablaa and othac lalatad contin^encli 



ba diatinguished from loas c< 
5, and thould ba covaiad In t 
expoBura draft clacifiaa appi 

allouanca* foe ccadit lo»a« foi 

i. kn allouanca for ccadit lo^aaa 
lequirad to caduca racelvablaa 
are impaired to net realizable 
trade receivables, loana, lean 



.ngancias 
ipacata Btataoi 
bla accountim 

atant and appropriate 

racalvablaa. 

I defined aa the aaiount 
lati nor* likely than not, 
ilue. Bacaivablaa include 
standby lettecs of ccadlt, 
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loan quaianCMS and Biaili 



A E«c*ivabl* is couidat 
aaounts due, mace lihelj 
Thl* condition is usually 



ttad iapaicad ulian tha full 

1 not, Hill not b* collacta 
lly avidanced by tha dabcoc's Cai 
[ payaant of tha dabt. Howava 
t whan a dabtot is aaating t 
cootcaetoal Cacas Cor paynant of a debt, but othai an 
c tbe debtoc'a ability to 
I of payaent is unlikely. 



Hat caalizable 
the astinatad i 
collection costi 
should be adjL 

natkat eilatii 



ilue is datided Cor unaecuiad cacaii 
nvecabla aaiunts fcon tha dabtoc 1< 
BstiBatee'of payments from such c 
lad foe tha cisk of non-paynant and di 
ua of aonay. For aacuiad lacaivabli 
C 1* the gieitai of tha lacovaiabla 



•countad 



tha fait aatkat value of tha colli 



icad by exchange 
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iranaactions involving like or ■imilar collateral, adjuitad 
foi holding coses to data o£ disposition. Fair markat valu* 
cont«mplat*s a currant transaction ualua ondat existing marks 



ivarabla anounts or Che fi 
i;al based on b discounted 

I Clows foe tna co: 



evidanca. The 
raducad by « 



I exisEing condition o: 
ividance to supporG um' 

, (or loans securi 

I oc denonstratad 

iifiea the leguiraoent Cor clsi 

h Clous Cor cha collateci 

; would ba oCEarad ' 
type of secured loan 



.lateral, 
>f changed 
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allowance for ccedit lOBses shall ba accrued by a chatg* 
income, if infoiaaeion available pcioc to issuance of cht 



Cban a SOt likelihood), i 
1 data oC the financial si 

aasi) accounting is 

An allowance for < 
■1 basis fot all Inpa: 
ci cable. For pooli 
:ounting sn an individual basil 
ich some losses on a pooled 
ve occurred, an allowance si 



Ibis was Impaired 



efecced 

feet on 



lUld 






sd receivables to t 

is not practicable, but f 
1, more likely than not. 
be made on a aggregate 



5. The allowance for credit losses tor pools of recaivat 
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uliaie some moci 
be d*t«[mtned I 

tha [•cslvables 
>aiiipl« should be 
and pcoJBcted, 

of t 



ikaly than not aca Impaiced. noimally ahould 
•d on an individual evaluation of a lanpla oE 
ncludad in the pool at reeaivablas. This 
Eepcassntative, selected on a landom basis 
sed on rscognlzed estimation sampling 

a canga of lois is deteEmlned. Che nidpoint 
Id be the amount cecocded foe the allowance 

klternatlvaly, an allowance may be based 
loss expetienoe foe similat type 
ted foi cleac evidence of changed financial 



liied aatioatie 



I preferred way to deteEmine the apptoi 



allowance foi 



. lost 



if t 



lanpling 



eipcEience is used to detecmine the expected loases foc 

of teceivables, the butden of pEoof is on the 

denonsteate that such an approach will result in an allowance 

that provides an adequate allowance foe credit loss for the 

pool of ceceiuables evaluated. 
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Intoieat r«colved on impairad receivables or othct amounti 
ceceived which nocmally are tieated as income on unlapmed 
receivables, should be accounted for on a cost recovery basis 
until there i« clear evidence of the lender's ability to 
collect the equivalent of the original contractual amount. 
Clear evidence places the "burden of proof" on the preparer of 
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Rnanolal Accounting Standards Board 



Mr. Robtrt U. Graaling, Director 
Conwrit* F(n»ic1i1 Audit* 
J.S. Gcneril Accounting Office 
M*th1ngton, D.C. Z054S 

Dur iob: 

Thli ts to icknowltdge your July 17 latter end itteched 'exposure dreft.* I 
geve e copy of eecK to Board and tpproprlet* itaff MMtttrs prior to the 
July a FASAC itetlng and July Z4 Board Meting where wi dltcuised our loan 
Inpalrvent project. Don Chapin participated In th* FASAC Meeting, and I 
believe Jo Ellen HcConIck was In the audience for both aeettngt. 

During Vit July 24 Board Meeting, It wai tentatively concluded not to 
rtconslder the probability CDndltlon In Statevnt S at It nlatcT'to loan 
losses. However, the Board did decide that It Is appropriate to reiterate 
thit probable doet not ween virtually certeln . That potltion Is expected to 
be Included In an exposure draft on the loan lapainHnt project acheduled 
for release soae time later this year. In the aeantln that potltion It 
clearly reported In the latest Issue of FASB Action Alert—see copy 
attached. Alto, 1 expect that Board and ttaff MeaAert uIH Make reference 
to that position In speeches, etc. 

The Boerd is still considering whether to tubait a coaprehensive reply to 
the Wi report on 'failed banks.' He appreciate the Infonution you and 
others froa the GAO provided during our July 3 Meeting. 
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